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the position of the Executive Board or of the officials of the Fund.” 
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Foreign Markets for Dollars, Sterling, 
and Other Currencies 


Oscar L. Altman* 


HE PURPOSE of this article is to describe and evaluate develop- 
ments in foreign markets for dollars, sterling, and the major 
currencies of Western Europe. 

The US. dollar is the most important currency dealt with on foreign 
markets, i.e., markets outside the United States in which deposits de- 
nominated in dollars are accepted and placed. The most important 
foreign markets for dollar deposits are in Montreal, Toronto, London, 
and a number of cities in continental Western Europe. The Euro- 
dollar market, the London dollar market, and the continental dollar 
market, to mention a number of terms which have been widely used, 
in describing the gathering together and investing of short-term dol- 
lars, are included in the term “foreign markets for dollars.’ 

Similarly, the term “foreign markets for sterling” refers to those 
markets outside the United Kingdom which accept and place deposits 
denominated in sterling. Practically all of the business of accepting 
and placing deposits denominated in sterling takes place in Western 
Europe. 


* Mr. Altman, Advisor in the Research and Statistics Department, is a gradu- 
ate of Cornell University and the University of Chicago. He taught economics 
at Ohio State University and was on the staff of the National Resources Plan- 
ning Board and of the French Supply Council. He was Director of Administra- 
tion of the Fund until 1954. He is the author of Savings, Investment, and 
National Income and of a number of papers published in technical journals. 

4A comprehensive survey of the Euro-dollar market in 1960, based on inter- 
views and field investigations in six countries, was made by Holmes and Klop- 
stock, who published their findings in a much quoted article, “The Market for 
Dollar Deposits in Europe,” Monthly Review (Federal Reserve Bank of New 
York), November 1960. The New York Clearing House Association issued in 
July 1960 a report entitled A Study of Regulation Q as It Applies to Foreign 
Time Deposits. There has been a considerable amount of comment in the daily 
press and in periodicals on the Euro-dollar and Euro-sterling markets. The sub- 
ject has also been briefly discussed in the Annual Reports of the International 
Monetary Fund, the Bank for International Settlements, and a number of other 
official bodies. 

This article has made extensive use of published materials, but it is for the 
most part based upon a three weeks’ visit in Europe by the author in March 
1961. Discussions were held in London, Paris, Basle, Ziirich, Rome, and Frank- 
furt with officials in central banks, commercial banks, and private banks. In 
addition, discussions were held with officials in commercial banks in New York 
and with staff members of the Federal Reserve System in New York and 
Washington. 
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There are, in addition, foreign markets in London and continental 
Western Europe for practically all other Western European currencies, 
notably the Swiss franc, the deutsche mark, the lira, and the guilder. 

Dealings in U:S. dollars are larger than those in all other currencies 
combined. The major emphasis in this article is, therefore, on foreign 
markets for dollars. Nevertheless, in most respects, what is said about 
dollars is applicable to other currencies. 

The dollars which are dealt with on external markets may, for pur- 
poses of convenience, be treated as if they were handled in two sepa- 
rate ways, though in practice bankers and exchange dealers shift from 
one way to the other. An owner of dollars may make them available 
through a financial intermediary, or through a series of financial inter- 
mediaries, to someone who wants to borrow dollars. The dollars that 
are borrowed are then loaned; in the language of the foreign dollar 
market, dollar deposits are first accepted and then placed. On the 
other hand, dollars may be obtained through the exchange market. In 
this case, they may be obtained by borrowing, or accepting deposits 
in, some other currency, which is then sold for dollars, with or without 
forward cover. Such transactions involve at least one other currency 
besides the dollar, and sometimes two or three currencies. They take 
place when there are opportunities for profitable arbitrage and ex- 
change dealing; these opportunities also involve the constellation of 


spot and forward rates in relation to domestic interest rates, as well as 
speculation. 


I. Foreign Markets for Dollars 
EURO-DOLLARS AND OTHER DOLLARS 


A deposit of Euro-dollars, or continental dollars, or foreign market 
dollars, gives the holder a claim to dollars which are the same as any 
other dollars.2 The term “Euro” has significance in that it describes 
operations on dollars, and foreign markets for dollars, even though it 
does not reflect differences between dollars. 


? Current operations in foreign markets for dollars (and other currencies) take 
place as if a deposit denominated in dollars in a foreign country is virtually the 
same as a dollar deposit in the United States. The depositor in a foreign country 
may in some circumstances (for example, the insolvency of the bank or the im- 
position of exchange controls) recover only local money. (See F.A. Mann, 
The Legal Aspect of Money, 2nd ed., Oxford, England, 1953, Part II, especially 
Chap. IX.) This distinction, insofar as _it affects the competitive position of 


yO branches of US. banks in the Euro-dollar market, is discussed below 
p. : 
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In the normal course of events, an owner of a dollar deposit (as 
distinguished from currency) would keep it in a U.S, bank in his own 
name in the form of a demand deposit or a time deposit. The bank 
would employ these deposited funds in its operations. 

Euro-dollar operations involve two departures from this practice. 
First, there is a chain of ownership—consisting of a number of inter- 
mediaries—between what may be called the “final” owner of a dollar 
deposit and the U.S. bank. Thus, a foreign industrial enterprise or 
bank may deposit dollars (i.e., transfer the title to its existing dollar 
deposit in the United States) in a London bank; the London bank 
may, in turn, deposit the dollars with an Italian bank; and the Italian 
bank may lend the dollars to an Italian customer. If the dollars are 
deposited with a Japanese bank instead of an Italian one, the chances 
are that the dollars would be swapped for yen, i.e., sold spot and 
repurchased forward. The dollars may be bought spot by another 
Japanese commercial bank or (if the yen is at its exchange limit) by 
the Japanese Special Account. Up to this point, the owner of record 
remains a foreigner, though different from the one who first deposited 
his funds in the Euro-dollar market. The total amount of foreign dol- 
lar deposits in the United States has not been affected, although the 
deposits involved in these particular transactions may be shifted from 
one bank to another, or changed from a time to a demand deposit 
classification. Second, operations in Euro-dollars, involving a chain 
of financial intermediaries, result in a shift of control over the use and 
investment of these funds. When the dollars enter the Euro-dollar 
market, decisions about using them are made by the links in the 
Euro-dollar chain. The funds made available through the Euro-dollar 
market may be used by a foreign importer as a substitute for a US. 
banking credit in the form of a loan or a trade or bankers’ acceptance. 

From the point of view of a U.S. bank, therefore, the results of 
Euro-dollar operations take the form of a smaller volume of business, 
or of a less profitable volume of business, or both. 

From the point of view of a foreign bank, the results of Euro-dollar 
operations take the form of a larger volume of business, or of a more 
profitable volume of business, or both. The foreign bank may act 


3 There are a number of serious statistical difficulties in measuring any such 
change, and the reporting system was modified in the spring of 1961 to cope with 
some of them (Federal Reserve Bulletin, June 1961, p. 655). Time and demand 
deposits of foreign governments and banks will be more clearly reported under 
the new system; those owned by foreign corporations and individuals cannot be 
determined under either system. Moreover, the data do not include—because 
they are not defined as deposits—the advances made by Canadian head offices to 


their New York agencies or the advances made by US. branches abroad to their 
head offices in New York. 








316 INTERNATIONAL MONETARY FUND STAFF PAPERS 


merely as an intermediary in the Euro-dollar chain, helping to collect 
funds for investment or to invest funds that others have collected. In 
either case, it earns what may be regarded as a commission, equal to 
the difference between the interest it pays on funds deposited with it and 
the interest it earns on funds it deposits with another bank. But the 
foreign bank may also act at the end of the Euro-dollar chain, lending 
the funds to some business enterprise or individual, either in the form 
of dollars or in the form of some other currency. In the latter event, 
it may assume all, part, or none of the exchange risk involved in the 
currency conversion. The borrower may use the dollars to pay a US. 
exporter or a foreign exporter. In the former case, the ownership of the 
deposit, from the point of view of U.S. statistics, changes from foreign 
to domestic; in the latter case, from one foreigner to another, 

From the point of view of the individual who borrows funds through 
the Euro-dollar market, the process appears to be one by which dol- 
lars are mobilized in banks outside the United States, with the result 
that dollar credits can be obtained outside the United States. 

Euro-dollar operations are conducted by banks and financial insti- 
tutions, and are described in terms of receiving and making dollar 
deposits. They might equally be described in terms of borrowing and 
lending dollars. A bank that receives dollar deposits (with more or 
less active solicitation) is in reality borrowing dollars; a bank that 
places dollar deposits in another bank is lending dollars. 


« 


EURO-DOLLARS AND REPORTED OWNERSHIP OF DEPOSITS 


Euro-dollar operations significantly affect the reported ownership of 
dollar deposits. When a German bank transfers its dollar deposit to 
a London bank, reported dollar liabilities of the United States to the 
United Kingdom increase and those to Germany decrease. 

In general, Euro-dollar transactions change reported ownership in 
three ways: between one country and another; between official and 
nonofficial holders; and within the nonofficial sector, among individ- 
uals, business enterprises, and banks. These changes have reduced the 
significance of current statistics on short-term dollar liabilities to 
foreigners. They have also pyramided the total of short-term dollar 
assets (the obverse of these dollar liabilities) reported by foreigners, 
showing larger amounts of official international reserves and private 
international liquidity. Since every link in the Euro-dollar chain 
reports the ownership of dollars in its own balance sheet, the total 
reported ownership is necessarily increased.* 


* Reconciliations of foreign exchange liabilities as reported by the United 
States, the United Kingdom, and others, with foreign exchange assets as reported 
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Some of the funds in the Euro-dollar market consist of deposits 
owned by U.S. corporations and individuals. These deposits are never- 
theless reported by U.S. banks as liabilities to foreigners. Since the 
most common measure of the balance of payments deficit of the United 
States is based upon the loss of gold plus the growth of short-term 
dollar liabilities, an increase in deposits made abroad increases the 
stated deficit. 


TyPEs OF EURO-DOLLAR TRANSACTIONS 


It may be useful at this point to consider some of the more com- 
mon types of transactions in Euro-dollars. 

(1) Dollars may be borrowed by a foreign importer from a foreign 
bank to pay for imports from the United States. The importer will 
choose to borrow dollars in the Euro-dollar market when this financing 
is preferable to (generally speaking, cheaper than) other kinds of 
financing: bank or trade acceptances, direct borrowing from a USS. 
bank, or borrowing some foreign currency to be converted into dollars. 
When Euro-dollars are used to pay for imports from the United States, 
U.S. deposits to the credit of foreigners are reduced while those to the 
credit of U.S. residents are increased.’ To liquidate his dollar obliga- 
tion, the foreign importer will, in turn, eventually have to acquire 
dollars through the foreign exchange market. 

(2) Dollars may be borrowed by a foreign importer to finance im- 
ports from a country other than the United States. In this event, the 
ownership of the dollar deposit will be transferred from a person in 
one foreign country to someone in another. This sequence may be 
long—even unending—since the dollar is widely used as an interna- 
tional currency for making payments and for holding cash balances. 
This type of transaction would include borrowing dollars to buy gold 
on gold markets or to finance long positions in particular foreign 
currencies. 

(3) A commercial bank may borrow (i.e., accept) Euro-dollar de- 
posits and then make loans in another currency. In this event, the 
bank will sell dollars spot and, if it wishes to avoid an exchange risk, 





by their owners, are regularly published by the International Monetary Fund in 
International Financial Statistics. The excess of reported assets over liabilities 
increased in 1959 and then jumped sharply in 1960. Part of this growing excess 
undoubtedly reflects Euro-dollar operations; another, but much smaller, part 
reflects transactions in Euro-sterling. 

5In the spring of 1961, European, especially German, exporters borrowed dol- 
lars, both in the Euro-dollar market and in New York, to buy their own domestic 
currencies spot. Given the forward discount on the dollar, this was cheaper than 
buying their domestic currencies forward. 
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purchase them forward. These spot and forward transactions may be 
solely among commercial banks in one or more monetary centers, or 
they may involve the monetary authorities. The central bank may 
buy the spot dollars even if it does not participate in the forward 
market, and it will have to buy them if the exchange rate threatens 
to move outside of support limits. The central bank may retain the 
dollars so purchased or it may use them to buy gold from the United 
States. (To the extent that it used the dollars to pay for gold in 
London or other markets, the situation would then be of the type 
described in the preceding paragraph.) 

The central bank may be concerned about the amount of Euro- 
dollars borrowed by commercial banks, the terms on which they are 
borrowed, and the uses to which they are put. These dollars may 
counteract official attempts to restrict domestic liquidity, or even 
finance an unwanted increase in it. The latter would tend to increase 
the future demand for imports and lead to future drains upon inter- 
national reserves. 

(4) Alternatively, central banks may take action expressly to in- 
crease the supply of dollars in the hands of their commercial banks, 
on the assumption or the requirement that the latter would make 
foreign investments or place deposits in the Euro-dollar market. The 
usual form of this transaction is to sell dollars against local currency 
spot, while contracting to buy them back forward. Such transactions 
have been pursued for some time by the Deutsche Bundesbank and 
by the Bank of Italy. If the spot-forward transaction is made “flat,” 
i.e., at the same price, the cost of dollars obtained in this way is the 
cost of local time deposits, and this may well be less than the interest 
return on Euro-dollar deposits. The central bank may go further, 
however, as the Bundesbank did in 1960, and contract to buy dollars 
back at a premium in terms of deutsche mark. For some time in 1960, 
this premium was at the rate of 11% per cent per annum. It consti- 
tuted a substantial subsidy for the export of short-term capital. 

When such spot-forward facilities are used, with or without a for- 
ward premium, a number of effects can be distinguished. First, the 
supply of local currency in private hands is reduced. The result is 
equivalent to open market sales by the central bank—but of dollars 
instead of domestic securities. Second, the stated reserves of the cen- | 
tral bank are decreased. Spot holdings of dollars are reduced; forward 
purchases of dollars from the commercial banks are not properly in- 
cluded in official reserves. Third, the short-term export of capital is 
facilitated without the banks assuming any exchange risk. The Ger- 
man commercial banks that had invested dollars obtained through 
swaps suffered no exchange loss when the deutsche mark was revalued, 
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though other holders of dollars, including the Bundesbank itself, suf- 
fered a stated loss in deutsche mark. 

(5) The Euro-dollar market may serve to finance transactions that 
are purely within the U.S. market. Thus, foreign branches of US. 
banks usually advance the proceeds of their Euro-dollar deposits to 
their head offices. Likewise, New York agencies of Canadian banks 
invest in the United States dollar deposits placed with their head 
offices in Canada or with branches in Europe. 


ADVANTAGES OFFERED BY EURO-DOLLAR MARKET 


The existence of the Euro-dollar market depends upon mutual ad- 
vantages to the final borrowers, to the financial intermediaries, and to 
the final owners.® 

Borrowers may find that they are able to obtain dollars more 
cheaply through the Euro-dollar mechanism than from a U.S. bank. 
If for one reason or another they cannot do so, they will borrow else- 
where, perhaps in the U.S. market. If the structure of interest rates 
again becomes favorable, they can return to the Euro-dollar market. 

Though the access of foreign borrowers to credit facilities of U.S. 
banks has substantially improved in recent years, it is possible that 
borrowers can obtain funds in the Euro-dollar market when they can- 
not do so in the U.S. market, or that they can obtain additional funds. 
The Euro-dollar market covers a wider range of risks than the US. 
market. Its standards are probably more easily applicable to bor- 
rowers in different countries. The access of countries in the Soviet 
bloc to the Euro-dollar market is much greater than their access to 
the U.S. market. There are other, and less striking, differences in 
standards for lending and information between the Euro-dollar and 
the U.S. market. These statements describe the situation, but do not 
imply that one set of standards is better than the other, though this 
may be the case. 

Moreover, in the U.S. market (and in any national market), infor- 
mation on how much credit has been extended to any one borrower, or 
to any one country, is a matter of common information or guesswork. 
Since the Euro-dollar market has many different components in many 
different countries, comparable information is limited or unavailable. 
Hence, it is very likely that some borrowers may obtain more credit 
in the Euro-dollar market plus national markets than they could 
obtain in national markets alone. 

The Euro-dollar market spreads the risk among financial inter- 


®See Paul Turot, “Le Marché des Capitaux 4 Court Terme en Europe et 
YEuro-Dollar,” Banque (Paris), April 1961, pp. 215-18. 
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mediaries, Each can assume the kind or the degree of risk that he 
finds acceptable. One can assume an exchange risk; another the risk 
inherent in borrowing short and lending longer; and another the risk 
of loss inherent in the credit standing of the borrower or the usual 
risks of doing business. It is even possible to operate in the Euro- 
dollar market with no risk whatsoever, by serving solely as a broker 
or a channel of communication between financial institutions that 
carry risk. 

The owners of dollar deposits may find that placing their funds in 
the Euro-dollar market yields better returns than placing them in the 
U.S. market in the form of time deposits, Treasury bills, or other 
media. It is as easy to use the Euro-dollar market as it is to use the 
U.S. money market. There is little (if any) more risk in using the 
former than the latter. If banks of first-rate financial standing in 
London, Paris, and other financial centers are willing to pay more for 
deposits than are banks in the United States, funds will move into the 
Euro-dollar market. 

The supply of dollars for the Euro-money market comes from com- 
mercial banks, business enterprises, central banks, and individuals; it 
comes from European countries, the United States, and many other 
countries in the noncommunist world; it also comes from communist 
countries, including the Soviet Union. In most cases, the major incen- 
tive to use this market is relative rates of interest. 

There are, however, a number of other advantages to owners of 
dollar deposits. The Euro-dollar market is a highly specialized and 
competitive one, offering many types of facilities and maturities. In 
some cases, these maturities may be particularly tailored to the needs 
of a dollar depositor. Hence, the Euro-dollar market offers excellent 
facilities for short-term investment. Because of common business 
hours and cheap communications, these facilities are also very con- 
venient for operations by European borrowers and lenders. Banks in 
communist countries feel, whether this is justified or not, that their 
dollar deposits are safer from legal attachment or restriction in a 
European bank than in a U:S. one. Their dollar deposits in the United 
States are, therefore, of minimal proportions, and their working 
balances and temporarily surplus funds are invested in Western 
Europe. Some of these funds may be in the Euro-dollar market, and 


the remainder (not necessarily the smaller part) may be in other kinds 
of investments.’ 


7 For example, it was reported that a local council in the United Kingdom had 
borrowed £230,000 from the Moscow Narodny Bank in London, explaining 


that money was cheaper at the Moscow Narodny. See The Times (London), 
March 6, 1961. 
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The international oil companies have, for many years, shifted their 
funds for investment purposes; and in the last few years, many other 
industrial companies in the United States and in Europe have discov- 
ered the European money market. After World War II, U.S. com- 
panies moved into the U.S. Treasury market on a large scale; they 
now are major factors in it, with the result that they are sometimes 
referred to as “the second banking system,” and they have moved into 
the Euro-dollar market and into the U.K. Treasury bill market. 
European owners of dollars were able to move into the Euro-dollar 
market as soon as domestic currency regulations permitted it. 


INTEREST MARGINS, DIFFERENTIAL INTEREST RATES, 
AND EURO-DOLLAR MARKET 


The Euro-dollar market has offered holders of dollars a higher rate 
of return, with perhaps more appropriate terms of investment, than 
competing investment media, at the same time that it has offered bor- 
rowers an opportunity to obtain dollars at lower rates of interest than 
they would have had to pay in the United States. These two condi- 
tions necessarily imply that the gross interest margin—specifically, 
the differential between the rate of interest that must be paid to 
obtain Euro-dollars and the rate that can be earned on such dollars— 
is lower than in the United States. 

There are three reasons why European and other banks find partici- 
pation in the Euro-dollar market attractive on these terms. (1) For 
most banking participants, Euro-dollar activities are a low-cost addi- 
tion to their normal banking and foreign exchange business. Euro- 
dollar activities are on a “wholesale” basis. The transactions are for 
relatively large amounts; they do not require additional facilities; and 
they seldom require additional personnel. There are very few direct 
costs chargeable to Euro-dollar operations other than interest paid 
on deposits; even if overhead costs are taken into account, the ex- 
penses attributable to Euro-dollar operations are relatively small. 
Though the gross interest margin between lending and borrowing is 
therefore smaller than that in the United States, the gross profit 
margin is not necessarily smaller. Indeed, there is much to support 
the impression that Euro-dollar operations, despite the competition 
that prevails in the market, are quite profitable. (2) The advantage 
to financial intermediaries is not limited to the additional profits 
resulting from Euro-dollar operations. These operations create or 
cement banking and correspondent relationships, paving the way for 
other banking facilities and services. U.S. banks, on the other hand, 
complain that Euro-dollar operations affect not only their foreign 
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credit activities but also the many other banking services they offer 
clients. (3) There are some longer-run advantages which are not 
easily measurable in profit terms. Euro-dollar participation is a con- 
venient and relatively costless way of expanding into international 
finance and keeping one’s name in the international banking com- 
munity. From time to time, banks will engage in Euro-dollar opera- 
tions simply to keep their name in the market. 

Since 1959, U.S. banks through their foreign branches have partici- 
pated in the Euro-dollar market and obtained a sizable volume of 
Euro-dollar deposits. This result has involved paying higher rates of 
interest than were paid in the United States, or than could be paid 
there under Regulation Q. This does not, however, necessarily imply 
that foreign branches of U.S. banks competing for dollar deposits 
must pay the same rate of interest as all other banks in foreign cen- 
ters. While U.S. branches cannot obtain Euro-dollars by paying the 
interest rates prevailing in the United States, there is some evidence 
to suggest that they need not in all cases pay the top or even the 
average rate payable on Euro-dollars abroad. 

U.S. banks have some advantages in the Euro-dollar market. There 
is the feeling in some quarters (other than the communist countries) 
that it is safer to keep dollars in the United States than abroad. This 
is related to the feeling—perhaps growing out of the experiences of war, 
inconvertibility, and exchange control—-that countries running into 
unexpected exchange and balance of payments difficulties may restrict 
or even prohibit the outpayment of dollars. Hence, the “natural” 
source of the dollar is considered to have some advantage as a place 
for investment, though all holders of dollars do not evaluate this in 
the same way. 

Some of this advantage is considered to adhere to foreign branches 
of US. banks. Though a U.S. branch operating in (say) London 
would, in all probability, be subject to any restrictions applied to a 
London bank, foreign holders of deposits may still feel that the head 
office in the United States would supply dollars even if the foreign 
branch were not permitted to do so. The head offices of U.S. banks 
are aware of these feelings. They try to make it very clear to 
dollar depositors in their overseas branches that the withdrawal 
of these dollars is subject to local currency regulations, and that 
they are not obligated in the event that local laws restrict or pro- 
hibit payment. Depositors of dollars in their foreign branches are 
generally required to sign an understanding to this effect. 

As already noted, the Euro-dollar market depends, in the last 
analysis, upon financial advantage to all of its participants. The 
opportunities for gain often reflect policies, or changes in policies, by 
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central banks. The central banks may. encourage the investment of 
dollars in foreign securities or in the Euro-dollar market, or they may 
discourage it. Hence, the Euro-dollar market is subject to abrupt and 
large-scale changes. A country may be a net creditor at one time, 
and a net debtor at another time. 

The Euro-dollar market is not dependent upon a continued balance 
of payments deficit of the United States. Residents in the United 
States and foreigners have a large supply of dollars. As long as for- 
eign banks and foreign branches of U.S. banks are willing, for one 
reason or another, to operate with smaller gross interest margins 
than U.S. banks in the United States, there is good reason for sup- 
posing that the Euro-dollar market will continue, It could, in fact, 
continue even if all funds accumulated through the Euro-dollar mech- 
anism were invested in the United States. 


STRUCTURE OF INTEREST RATES ON EURO-DOLLARS 


The structure of interest rates on Euro-dollars has two aspects: the 
rates of interest payable on Euro-dollar deposits and those applicable 
to borrowings of Euro-dollars. The differences between the two con- 
stitute the gross interest margins. 

Interest rates and margins are determined in a highly competitive 
market. They constitute a structure which tends to be, but never com- 
pletely is, equalized in different parts of the market. Rates vary with 
the period of time for which a deposit is made or borrowed and with 
the character and standing of the institution involved. As Euro- 
dollars move from the initial depositor toward the final user or bor- 
rower, two additional factors become important, namely, the prospec- 
tive end-use of the Euro-dollars, and the total amount of Euro-dollars 
borrowed by any individual bank or by all the banks in any one 
country. These last two elements are clearly measures of risk, They 
are imprecise measures, since it is difficult to know exactly what 
amount of Euro-dollars any one bank has accepted and what amount 
all the banks in any country have accepted. 

Rates on Euro-dollar deposits are usually quoted in four time cate- 
gories—call, seven days, one month, and three months—but many 
participants are prepared to quote on virtually any time basis that 
may be convenient to an owner of dollars. 

Dollar deposits can be placed for large sums, running into tens of 
millions. They can be placed in one financial institution or another at 
slight variations in interest rates. Interest rates on large deposits, and 
on deposits placed for terms longer than three months, are likely to be 
negotiated ones. A prospective dollar depositor may inquire about 
rates from several banks or financial intermediaries and then accept 
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the one which is most favorable. Some banks circulate periodically, 
at weekly or monthly intervals, the interest rates that they are pre- 
pared to pay on dollar deposits of various terms, but even these rates 
may be subject to some negotiation. Interest rates paid by commer- 
cial banks in the major money centers of Europe are generally known 
by the respective central banks but are rarely published. An excep- 
tion is the chart published in the Quarterly Bulletin of the Bank of 
England on representative 90-day Euro-dollar rates in London re- 
ported to the Bank. 

During 1960 and the first five months of 1961, the rate of interest 
on 3-month Euro-dollar deposits was consistently higher than that on 
U.S. Treasury bills and (after February 1960) higher than that on 
prime bankers’ acceptances (Table 1). Conditions favored putting 


Tas_eE 1. Toree-Monts INTEREST RATES ON Evuro-Do.uar Deposits In LONDON 
AND ON U.S. anp U.K. Treasury Britis, Last WEEK or Monta, 
JANUARY 1960-May 1961 








(In per cent per annum) 
U.S. U.S. U.K. Bill Differential, 
Euro- Bankers’ Treasury Treasury After Exchange Cover 
Dollars Acceptances Bills Bills Favoring London 
1960 

January 4.62 4.78 4.12 4.54 0.52 
February 4.44 4.44 4.17 4.55 0.26 
March 4.25 3.96 3.03 4.62 1.30 
April 4.12 3.88 3.32 4.65 0.74 

ay 4.07 3.78 3.50 4.56 0.79 
June 4.00 3.28 2.61 5.68 1.62 
July 4.00 3.13 2.40 5.59 1.39 
August 3.62 3.04 2.52 5.59 1.01 
September 3.62 3.00 2.43 5.49 1.32 
October 3.81 3.00 2.13 5.09 1.44 
November 3.81 2.00 2.40 4.64 1.10 
December 3.88 2.92 2.15 4.35 1.25 

1961 

January 3.75 2.86 2.23 4.15 1.13 
February 3.50 2.78 2.50 4.40 0.88 
March 3.62 2.94 2.28 4.49 —0.07 
April 3.50 2.84 2.19 4.41 0.31 

ay 3.50 2.68 2.36 4.44 0.29 





Sources: Euro-dollar rates are representative rates circularized by one bank in the 
London market. Rates on U.S. bankers’ acceptances and on Treasury bills (new issues) 
are from the Federal Reserve Bulletin. Rates on U.K. Treasury bills (tenders) are 
from Deutsche Bundesbank, Monthly Report. Covered interest rate differential is 
approximate. 
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dollars into the Euro-dollar market, as well as shifting from US. 
Treasury bills to U.K. Treasury bills on a covered basis.® 

Since interest rates paid on Euro-dollar deposits vary according to 
the position of the accepting institution and the depositor, and what 
is known about the prospective use of the deposits, it is not surpris- 
ing that there are differences in the data reported in various sources.° 

The margin between interest rates paid by banks on Euro-dollar 
deposits they accept and those they earn when they place such deposits 
with someone else tended to narrow as the Euro-dollar market ex- 
panded and as foreign branches of U.S. banks entered it as strong 
competitors. In 1958 and early 1959, gross interest margins ranging 
from ¥% of 1 per cent to as much as 1 per cent for any one bank were 
not unusual. At the present time, many margins are of the order of 
¥, of 1 per cent, and even lower margins are not unknown. 

There is a high degree of specialization in the market. Many banks 
accept dollar deposits from their customers in order to place them 
with banks in London, Paris, or Ziirich. Some banks feed out dollar 
deposits on their way to the final borrower through one or more inter- 
mediary banks. In Paris, the five or six banks which handle most 
of the Euro-dollar business seldom adjust their long or short posi- 
tions by dealing directly with each other. Instead, they deal through 
six or eight brokers who act as intermediaries. Some commercial 
banks may accept dollar deposits, while others in the same city or 
country may place them, with most of the dealings going through 
London or some other financial center. 

More important than the interest margin of any one bank is the 
combined interest margin of all the banks in the Euro-dollar chain, 
beginning with the bank that accepts the deposit and ending with the 
bank that lends the proceeds of the deposit. This gross margin is, as 
already indicated, variable, because it depends on which bank stands 
at the end of the Euro-dollar chain, i.e., uses the proceeds to make 
loans to business enterprises or individuals. For prime borrowers— 


8 The persistence of sizable net differentials for more than a year is puzzling. 
Two factors may help to explain it. First, the comparison between Treasury 
bills is imperfect because there are other kinds of investments, including com- 
mercial paper and Euro-dollar deposits. Secondly, as the Bank for International 
Settlements (BIS) has suggested, part of the explanation is that “a substantial 
part of the funds that came to London in 1960 may not have been covered for- 
ward” (BIS, Annual Report, 1960, p. 151). 

® The representative rates reported to the Bank of England and charted in its 
Quarterly Bulletin differ somewhat from those shown in Tables 1 and 2, while 
rates that have been published in various articles on Euro-dollars differ some- 
what from one or both of these. See, for example, H. Heymann, “The Euro- 
Dollar Market,” Swiss Review of World Affairs (publication of the Neue Ziircher 
ga _amammile January 1961, pp. 6-7, and The Economist (London), October 1, 

, p. 78. 








326 INTERNATIONAL MONETARY FUND STAFF PAPERS 


TaBLE 2. Lonpon: INTEREST RATES ON DOLLAR Deposits oF VARIOUS MATURITIES, 
Enp or Monta, 1957—May 1961! 








(In per cent per annum) 
7 Days’ 1 Month, 3 Months, 
Call Notice Fixed or Notice Fixed or Notice 

1957 
March 2% 2% 3% 3% 
June 2% 25% 3% 3% 
September 2% 2% 3% 3% 
December 2% 2% 3% 3% 

1958 

March 2 2% 2% 2% 
June 1% 2 24% 2% 
September 24% 24% 2% 25% 
December 234 2% 3% 3% 

1959 
March 234 2% 3% 34 
June 3 3% 33% 3% 
September 334 3% 4\% 436 
December 4 4% 4% 456 

1960 
March 3% 4 4 44 

June 3% 334 3% 4 

September 3k 3% 3 3% 
December 3 3% 334 3% 
“_ 3 33 3% 334 
anuary (3 (3 A 
February 3 3% 3% 3% 
March 234 2% 3% 35% 
April 234 2% 3% 3% 
ay 234 3 3% 34 





1 Representative rates circularized by one bank in the London market. Actual 
transactions may have taken place at somewhat different rates. Rates offered by 
other bankers would doubtless differ somewhat from these. 


defining prime in terms of standing in the New York money market” 
—the interest rate charged by the final lender cannot exceed the prime 
rate in New York or the rates charged by New York banks on good- 
sized loans. For the first eight months of 1960, the prime rate was 
5 per cent; for the remainder of the year it was 4% per cent. The 


10 This is an important qualification. A business enterprise may be a prime risk 
in its own country but not in New York or in other markets outside its own 
country; moreover, it may be a prime risk when credit conditions are easy, and 
not when they are tight. 

11 The average rate of interest charged by New York City banks on loans of 
$200,000 and more was somewhat higher: in March and June 1960, 5.10 per cent; 
in December 1960, 4.66 per cent; in March 1961, 4.64 per cent. 
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effective rates of interest paid by prime borrowers would have been 
15-25 per cent higher than those quoted because of the need to main- 
tain compensating balances in demand deposit accounts. These data 
suggest that the maximum gross interest margin of all the banks in 
the Euro-dollar chain, in relation to foreign borrowers having prime 
status in the New York market, was about 114 per cent. This would 
not allow, however, for the cost of doing business. On the other hand, 
relatively few borrowers have prime status, so that the average gross 
interest margins must have been considerably larger. 

Japanese commercial banks are generally assumed to pay premium 
rates on Euro-dollar deposits. A newspaper report in September 1960, 
when the Japanese banks were rapidly building up their deposits, 
stated that two Japanese banks in London offered to pay 5.4 per cent 
per annum, together with an additional 2 per cent under the counter 
in cash.2_ These figures may be extreme, particularly the cash pre- 
mium, as an indication of prevailing rates and margins. Nevertheless, 
rates of 5 per cent, or even somewhat more for longer dated deposits, 


are altogether likely.1* These rates reflect the high rates paid by 
borrowers in Japan. 


S1zE OF EURO-DOLLAR MARKET 


There have been a number of estimates of the size of the Euro- 
dollar market, even though there are no very clear ways of measuring 
it. Holmes and Klopstock stated that in 1960 deposits placed in the 
Euro-dollar market were believed to exceed $1 billion.1* More re- 
cently, an informal estimate made in Europe suggested that the Euro- 
dollar market might be of the order of $114-2 billion. The total of 
Euro-dollars deposited in London was estimated by one source to be 
about $500-1,000 million.*> All estimates properly stress the tenuous 
nature of the figures. 

It is possible, for example, to define the size of the Euro-dollar 
market as the amount of dollar deposits initially placed with banks 
outside the United States (or in Europe, if a more limited definition is 
desired). A dollar deposit placed with a bank outside the United 


12 The Times (London), September 15, 1960. , 

13The Monthly Circular of the Mitsubishi Economic Institute for Decem- 
ber 1960 (p. 12) gave the rate of interest on Euro-dollar deposits as 4.75-5.00 per 
cent. These averages must have included short-dated deposits. ee 

14“The Market for Dollar Deposits in Europe,” loc. cit., p. 197. P. Einzig said 
that Euro-dollars “are estimated to have long passed the billion dollar mark”; 
see Commercial and Financial Chronicle (New York), April 20, 1961, p. 11. 

15 The Times (London), September 15, 1960. Another estimate, placing Euro- 
dollar deposits in London at $500 million, was given in “The Trend Against 
Sterling,” Bankers’ Magazine (London), January 1961, pp. 40-41. 
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States would be counted only in the bank where it was first deposited; 
the subsequent chain of interbank deposits would be disregarded. The 
total of Euro-dollars in the market would then be the total, at the 
initial deposit level, standing to the credit of official agencies, busi- 
ness enterprises, and individuals. Unfortunately, such figures are not 
available for any country—or even for any one bank. 

Many banks maintain dollar deposits with other banks. Thus, the 
sum of the gross dollar deposits in all banks outside the United States 
involves a large and variable amount of duplication; and the sum of 
the net dollar deposits, i.e., the difference between assets denominated 
in dollars and deposits denominated in dollars, presents other con- 
ceptual difficulties.’® 

It is obvious that the size of the Euro-dollar market can be nothing 
but a guess—perhaps a very wild guess.?” For what it is worth, the 
writer would guess the size of the Euro-dollar market in the United 
Kingdom at the end of 1960 as at least $1 billion of deposits, and per- 
haps as much as $14 billion. This is higher than any estimate that has 
yet appeared. The European dollar market (the United Kingdom plus 
continental markets) may then be put at a minimum of $2 billion. 
Deposits denominated in U.S. dollars in Canadian banks have in- 
creased by about $1 billion in the last few years, principally for the 
same reasons that made them move into the European dollar market. 

The significance of these or any other estimates of the foreign dol- 
lar market rests not on these numbers, which are meaningless after 
the market has attained a certain operating size, but on the fact that 


16 The Bank of Italy calculated the Italian Euro-dollar position as the differ- 
ence between short-term dollar assets held by Italian authorities and banks as 
reported directly to the Exchange Office and as reported by US. banks to the 
Federal Reserve. According to this, the Euro-dollars (net) placed in the market 
by Italy as at the end of 1960 totaled $274 million. (See Bank of Italy, Annual 
Report, 1960, p. 135.) On the basis of revised US. figures, this total would be 
$368 million. 

17Tt may be helpful to summarize briefly the data concerning claims of, and 
liabilities to, nonresidents which are available for countries whose commercial 
banks are known to participate in the Euro-dollar market. (1) Only Italy has 
published data on commercial banks’ foreign assets and liabilities for the account 
of nonresidents denominated separately in dollars and in various other currencies. 
(2) Some countries (e.g., Canada, Greece, Iceland, and italy) publish data, cov- 
ering all of their commercial banks, showing foreign assets, liabilities, and net 
position in all foreign currencies combined. (3) Some countries publish data, 
covering all of their banks, showing foreign assets, liabilities, and net position 
denominated in foreign currencies plus their own currency. This group includes 
Austria, Denmark, Germany, and Norway. The United Kingdom would also fall 
in this group, except that it publishes these data only for overseas banks in 
London and does not publish such data for the clearing banks. (4) Some coun- 
tries do not publish any data on foreign assets and liabilities of commercial 
banks, but publish data only on the net foreign position in all currencies plus 
domestic currency. (5) Finally, some countries (e.g., France, Belgium, and the 
Netherlands) do not publish any data on the foreign position of their banks. 
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the market is large and diversified, that it consists of many elements 
which can and will operate on one side or the other, that large 
amounts can be loaned or borrowed without noticeably affecting the 
going rates, and that the operations are competitive. These charac- 
teristics would not change even if the market were somewhat smaller 
or much larger than it now is. 


II. Position of Individual Countries 
in Foreign Markets for Dollars 


The position of individual countries in the Euro-dollar market, and, 
more generally, in foreign markets for national currencies, is the 
result of two elements: (1) the ability and the willingness of com- 
mercial and private banks to engage in borrowing and lending opera- 
tions in foreign currencies; (2) the policies pursued by the monetary 
authorities with respect to interest rates and capital flows. 


UNITED STATES 


New York has become an increasingly important international 
monetary center in the postwar period, particularly from the point of 
view of providing short-term credit to foreigners through loans, trade 
and bankers’ acceptances, and lines of credit. U.S. banks, and es- 
pecially New York City banks, also provide correspondent services 
for foreign banks. New York banks, and some others, hold both time 
and demand deposits for foreign governments, banks, business enter- 
prises, and individuals. They have encouraged foreigners to keep 
their funds in the form of time deposits, which earn interest and at the 
same time form a more stable and profitable basis for loan operations 
than demand deposits.*® 

The yield earned by foreigners on time deposits is not measured 
solely by the stated rate of interest. An important element in the 
effective interest rate on loans by U.S. banks is the arrangement of 
compensating balances, under which a borrower is expected to main- 
tain some minimum proportion of his loan continuously in his demand 
deposit account. This proportion may be, for example, 10 or 20 per 
cent of the face amount of the loan, depending upon the customer and 


18Time deposits carry lower reserve requirements than demand deposits. 
Reserve requirements against demand deposits of New York City banks were 
reduced from 21 per cent in mid-1954 to 19% per cent at the beginning of 1958 
and to 16% per cent as at December 1960. Those against time deposits have 
remained at 5 per cent since mid-1954. 
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the state of the money market. It reduces the amount of any loan that 
can be used by the customer and increases the effective interest rate. 
However, time deposits, more or less continuously maintained, may be 
considered to satisfy part or all of the compensating balance require- 
ments arising from loans, To this extent, the rates of interest charged 
on loans are lower, i.e., closer to the nominal rate, than would have 
otherwise been the case. Alternatively, the calculation may be made 
in terms of the rate of interest earned on time deposits instead of the 
rate of interest paid on commercial loans. From this point of view, 
the rate of interest paid on time deposits is larger than the nominal 
rate when time deposits are considered as compensating balances 
against loans.’® 

This brief description is useful for understanding the operation of 
Regulation Q, administered by the Federal Reserve Board, which pre- 
scribes the maximum rates of interest that may be paid by U.S. banks 
on time deposits. This Regulation grew out of authority first granted 
to the Board in 1933. The maximum rates prescribed by the Board 
have changed only a few times since that date (Table 3). These rates 


Tass 3. Unitep States: Maximum INTEREST Rates PAYABLE SINCE 1933, UNDER 
REGULATION Q, on Domestic AND ForreIGn Time Deposits 


(In per cent per annum) 





Nov. 1933- Feb.—Dec 





Term of Deposit Jan. 1935 1935 1936-56 Since 1956 
Six months or more 3 24% 2% 3 
Three to six months 3 2% 2 2% 
Less than three months 3 2% 1 1 





Source: Federal Reserve Bulletin, June 1961, p. 668. 


clearly are not adjusted to cyclical changes in the level of interest 
rates on alternative investment media, such as Treasury bills, accept- 
ances, and prime commercial paper, nor do they appropriately reflect 
secular changes. Until recent years, however, this inflexibility did not 
have significant economic effects.?° 


19 This additional “return” on time deposits is naturally influenced by the dif- 
ference between the rate of interest on time deposits and market rates of inter- 
est. When the latter are markedly higher, part of the differential may sooner or 
later be passed on to the customer as additional “return.” 

20 New York City banks have complained that the growth of foreign markets 
for dollars is the result of Regulation Q. Though the Euro-dollar activities of 
their overseas branches have, in effect, partially emancipated U.S. banks from 
Regulation Q, they continue to press for the abolition of the Regulation, so that 
they can compete more effectively. It has been suggested that this view should 
be given serious consideration by the US. authorities; see, for example, the 
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But as Euro-dollar operations grew in 1958, and even more strongly 
in 1959, some U.S. banks with branches in London and continental 
centers decided to enter the market. This meant paying rates of in- 
terest sufficient to attract such deposits—rates higher than those paid 
in New York, but not necessarily, or in all cases, as high as those paid 
by other banks in London and elsewhere.”? The amount and extent 
of this differential between rates paid in London by U.S. banks and 
by all other banks have been widely discussed in banking circles, but 
data are not available on them. U.S. banks generally stress the 
existence of a differential and minimize the difference between interest 
rates they pay in countries abroad and in the United States, while 
non-U.S. banks deny the existence of a differential and insist that US. 
banks obtain deposits by paying the going market rate. 

The results of these activities may be estimated from the data on 
overseas deposit accounts published for the U.S. banks in London. 
These data show that the current (demand) and deposit (time) 
accounts of U.S. branches in London in the name of overseas resi- 
dents (banks and other) have totaled as follows in recent years:?? 
1955, $105 million; 1956, $96 million; 1957, $145 million; 1958, 
$189 million; 1959, $361 million; 1960, $812 million; March 1961, 
$909 million. These amounts include deposits denominated in sterling 
as well as those denominated in other currencies, principally dollars. 





on by the Bank for International Settlements in its Annual Report, 
, p. 138. 

The growth of Euro-dollar operations, the large capital outflow in 1960, and the 
balance of payments deficit of the United States, have focused attention upon 
levels of interest rates required to keep funds in the country. It should be rec- 
ognized in this connection that US. markets are not without their operating 
rigidities. Thus, for many years, New York City banks did not pay interest on 
the time deposits of domestic corporations, This encouraged the investment of 
these domestic corporate funds in short-term securities, first domestic, and more 
recently foreign. New York City banks are now trying to obtain some of these 
corporate funds by selling certificates of deposit with stated redemption periods. 
As at June 1961, approximately $700 million had been issued in New York and 
$600 million in other major cities; see Wall Street Journal, February 27 and 
June 27, 1961. 

There have been suggestions that special securities be offered to foreign 
official holders of dollar balances at attractive rates of interest. On the other 
hand, questions have been raised on whether it is possible to distinguish between 
oreign private and foreign official holders of dollars, and between foreign inves- 
tors as a group and domestic investors—for example, by Roy L. Reierson of the 
Bankers Trust Company in A New Money Market Instrument (mimeographed, 
March 24, 1961). There have also been objections that such proposals would be 
discriminatory, raise the domestic level of interest rates, and result in higher 
interest outpayments to foreigners (see New York Times, April 12, 1961, and 
Wall Street Journal, May 8, 1961). 

21 Paying these competitive rates implied that the Federal Reserve Board 
would not view this with disfavor. There is no published record on this point. 


“uaa from the Bank of England, Quarterly Bulletin, June 1961, 
‘able 11. 
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It may confidently be assumed, however, that the increase in overseas 
deposits in 1959-60 largely represents deposits both made and denomi- 
nated in dollars. Thus U.S. banks, having decided to participate in 
the Euro-dollar market, increased their non-sterling deposits by more 
than $600 million in 1959-60, and by an additional $100 million in the 
first quarter of 1961. At the beginning of 1959, only one or two US. 
banks solicited or encouraged these dollar deposits. Later, as the 
efforts of these pioneer banks proved to be successful, other U.S. banks 
in London undertook similar activities. It may be estimated that 
in the spring of 1961 U.S. banks held approximately one half of the 
dollar deposits in London. 

The Euro-dollar activities of U.S. branches in London and on the 
Continent are subject to a high degree of head office control. The rates 
of interest regularly paid on deposits, as well as rates of interest 
offered in special cases, are cleared with their head offices. These rates 
reflect two principal factors. The first is the position of the branches 
in their local markets and their unwillingness to disturb local com- 
petitive positions unduly. The second is the amount of deposits that 
the head offices wish to obtain in London and other European centers. 
Since the major use of the Euro-dollar deposits obtained by US. 
branches has been made in the United States, via the transfer of these 
funds to the head office in the name of the foreign branch, the interest 
rates paid necessarily have reflected the amount of dollars that the 
head office thought it could profitably use, in relation to the cost 
of obtaining funds in other ways. 

Foreign branches of U.S. banks have not strenuously solicited 
dollar deposits, though they have let it be known that they were will- 
ing to pay more than the US. rate for dollar deposits and that they 
desired to obtain them. In some cases, branches have obtained such 
deposits through the activities of their head offices. If the latter had 
reason to think that they might lose foreign deposits by transfer, they 
might suggest to the foreign depositor that their branches abroad 
could pay higher rates than they themselves could pay in the United 
States. Though there undoubtedly have been such cases, it is im- 
possible to determine how numerous or how important they were.” 

The dollar deposits obtained by London branches of U.S. banks 
have been used primarily to make advances to their head offices in 
the United States, and secondarily to make loans to business enter- 
prises wishing dollar accommodation. The amount of Euro-dollar 


23US. banks suggested this to foreign customers only when it was thought 
necessary to retain their accounts. The banks apparently tried even more to 
discourage their domestic customers from making deposits in London. The extent 
to which these attempts have been successful is not known. 
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deposits converted into sterling has been insignificant. This pattern 
of use has differed markedly from that of other overseas banks in 
London, which have invested a much larger proportion of their dollar 
deposits in sterling assets. As credit conditions and bank reserves 
began to tighten at the end of 1958, there was particular reason for 
US. branches to transfer funds to the United States.* 

It is interesting to note that deposit accounts in U.S. branches to 
the credit of overseas residents did not increase during the last half 
of 1960, although those of other overseas banks in London did. This 
suggests that during this period U.S. branches were operating under 
one or both of the following conditions: first, the head offices were not 
interested in obtaining more funds from overseas in view of their 
easing reserve positions; and second, a larger volume of deposits 
could be attracted only by paying higher rates on new deposits, thus 
raising the rates on old deposits. These conditions must have changed 
in the first quarter of 1961, because nonresident deposits increased 
by $100 million. 


CANADA 


The New York agencies of Canadian banks, like all other agencies 
of foreign banks, cannot accept deposits in the United States. Their 
head offices in Canada, however, can obtain large volumes of US. 
dollar deposits. When a U.S. depositor, or a Canadian or other foreign 
depositor, transfers his deposit denominated in U.S, dollars from a 
U.S. to a Canadian bank, the dollars are paid by the U.S. bank to 
the head office in Canada, or to some branch in Canada, or to the 
agency of the Canadian bank for an office in Canada. The Canadian 
head office or branch carries the deposit in the name of the depositor, 
advances the funds to the New York agency, and shows the asset as 
due from it. The agency may then invest the funds in New York 


24The prime rate rose from 3% per cent in the second quarter of 1958 to 
5 per cent toward the end of 1959. The movement of “free” reserves (the difference 
between reserves held and the sum of required plus borrowed reserves) is indi- 
eated by the data in the following table: 


Monthly Average of “Free” Reserves of New York City Banks 
(In millions of U.S. dollars) 








1958 1959 1960 1961 
March 29 16 1 9 
June 7 -15 16 40 
September ~18 -227 -2 
December -80 -109 10 





Source: Federal Reserve Bulletin. 
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The New York agencies are not required to maintain statutory re- 
serves against advances. The head offices maintain reserves against 
these deposits in Canada, but reserve requirements there are lower 
than in the United States.” 

There is nothing unusual in the legal position or powers of Canadian 
agencies. Other agencies have the same facilities, and they can and do 
function in the same way as Canadian agencies. But the five Cana- 
dian agencies in New York probably make more loans and invest- 
ments than all other agencies combined.”* 

The deposit liabilities of the Canadian Chartered Banks denomi- 
nated in currencies other than Canadian dollars have increased 
markedly in the past five years—by 140 per cent since 1956, and by 
50 per cent since 1958 (Table 4). The greater part of this increase, 


TaBLe 4. Canapa: Deposits AND ASSETS OF CHARTERED BANKS IN CURRENCIES 
ER THAN CANADIAN, END oF Monty, 1956-61 














(In billions of Canadian dollars) 

Deposits Assets 

By By Street 
Total banks others Total loans Other 
1956: December 1.3 0.2 1.1 1.0 0.3 0.7 
1957: December 1.9 0.3 1.6 1.5 0.6 0.9 
1958: December 2.0 0.4 1.6 1.6 0.6 1.0 
1959: December 2.3 0.5 1.8 1.9 0.7 1.2 
1960: December 2.6 0.6 2.0 2.2 0.8 1.4 
1961: March 2.8 0.6 2.2 2.1 0.7 1.4 
May 3.1 0.5 2.6 2.4 0.9 1.5 





Source: Summarized from the statement of assets and liabilities of the Chartered 
Banks of Canada, published in the Supplement to the Canada Gazette 


as well as of these deposits generally, is denominated in U‘S. dollars. 
Assets in currencies other than Canadian dollars (mostly U.S. dollars) 
have increased correspondingly, but have consistently been smaller 
(by about 20 or 25 per cent) than deposits. The excess of deposit lia- 
bilities over assets (Can$700 million in May 1961) largely represents 


25 Since 1954, the reserve requirements of the Chartered Banks have been set 
by the Bank of Canada at 8 per cent against deposit liabilities payable in Cana- 
dian currency. The Bank Act of 1954 (Chap. 48, Sec. 71) also requires “adequate 
reserves against liabilities payable in foreign currencies.” In practice, the Char- 
tered Banks have maintained the same reserves egainst both types of deposit. 
Since 1956, the banks have also maintained, by voluntary agreement, a supple- 
mentary liquidity reserve of 15 per cent against deposits. This reserve is invested 
in day-to-day loans and Canadian Treasury bills. 

26 From a study, as yet unpublished, by Fred H. Klopstock, A New Look at 
Foreign and International Banking in the United States. 
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US. dollars converted into Canadian dollars to meet reserve require- 
ments and supplementary liquidity standards, with perhaps a small 
amount used to make customer loans. 

The importance of Canadian agencies in the New York securities 
market is indicated by the following comparison of their “street” 
loans with those made by New York City banks (in millions of 
Canadian dollars) :?7 

Dec. Dec. June Dec. May 
1958 1959 1960 1960 1961 


Canadian agencies 613 711 907 814 860 
New York City banks 1,652 1,740 1,463 1,574 1,526 


JAPAN 


Japanese commercial banks entered the Euro-dollar market in the 
middle of 1960 as takers of Euro-dollar deposits and are generally 
considered to have achieved a net debtor position of at least $250 mil- 
lion as of the end of 1960.78 These dollar deposits were accepted by 
branches of Japanese banks in Europe, principally in London. The 
rapid expansion has given rise to fears inside and outside Japan that 
the Japanese commercial banks were overextending their foreign ex- 
change positions, or that they were using some of these Euro-dollar 
deposits for longer term investment. A number of banks that place 
Euro-dollar and Euro-sterling deposits, and particularly those that 
specialize in short-term positions, therefore maintain strict limits upon 
their deposits in Japanese banks. 

Japanese commercial banks use their dollar deposits in two ways. 
Some are sold for yen, which are used for local financing. The banks 
cover the spot sales with forward purchases of dollars, so that they 
assume no exchange risks. If the risks assumed in connection with 
these yen loans are not too great, this kind of operation offers possi- 
bilities for substantial profit. In the first quarter of 1961, the dis- 
count rate of the Bank of Japan was 6.57 per cent, after having been 
7.30 per cent for the first half of 1960 and 6.94 per cent for the second 
half of the year. The commercial bank lending rate has been at least 8 
per cent since the beginning of 1960. This rate is the most common (not 
the arithmetic average, but the mode) of all rates on new loans se- 
cured by bills; though it is typical of the majority of loans made by 
banks, considerably higher rates of interest (up to 9 per cent or more) 


27 Canadian figures from_the supplement to the Canada Gazette; New York 
City bank figures from the Federal Reserve Bulletin. 

28 Some estimates have placed this amount at $300-400 million. An article on 
“Japanese Banks’ Success Story” in the symposium “Japan—An Economic 
Survey” in The Statist (London), June 3, 1961, p. 12, estimated the inflow of 
Euro-dollars and Euro-sterling as of the spring of 1961 at $500 million. 
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are not unusual.”® On the other hand, the rate of interest payable on 
Euro-dollar deposits obtained in London, even including a premium 
above the going market rate, would in the first quarter of 1961 have 
been about 5 per cent, with somewhat lower rates payable on short 
maturity deposits and somewhat higher rates payable on longer dated 
deposits.*° Even after the cost of dollar-yen swaps, this constellation 
of rates, plus the shortage of liquidity in Japan, offers obvious oppor- 
tunities for the profitable employment of Euro-dollars in the form of 
yen. It is understood that approximately half of the Euro-dollars 
placed with Japanese banks is employed in this way.*? 

The balance of the Euro-dollar funds is used for import financing, 
or perhaps even for short-term loans to Japanese firms in connection 
with their foreign operations. These loans are made in dollars; the 
Japanese borrower repays in dollars, assuming whatever exchange risk 
is inherent in the transaction. Such loans may replace dollar credits 
from the United States. 

The Euro-dollar (and the Euro-sterling) markets are regarded in 
many circles as mechanisms which make available to Japanese com- 
mercial banks and business enterprises a larger volume of foreign 
credit than could be obtained through customary banking channels. 
The conversion of Euro-dollars into yen increases domestic liquidity, 
and the use of dollars as dollars frees yen resources for other purposes. 
Both may lead to upward pressure on prices and greater demand for 
imports. 


ITALY 


The rate of expansion in Italian production and foreign trade in the 
past decade has been high. Correspondingly, liquidity has been tight, 
except for the period from mid-1957 through 1959. These conditions 
have continuously encouraged Italian banks and business enterprises 
to supplement domestic funds with external funds. 

Commercial loans made by Italian banks in lire, whether these lire 
have been obtained domestically or by the sale of foreign currencies, 
have been profitable because of the prevailing high rates of interest. 
As domestic sales and foreign trade expanded, however, business firms 
put more and more pressure upon Italian banks for loan accommo- 
dation at interest rates more closely related to those outside of Italy. 


29 The corresponding rate on overdrafts (as distinguished from secured loans 
or loans on notes) would be 10 per cent or more. 

80In comparison, interest rates paid by commercial banks on yen notice de- 
posits were 2.9 per cent. On yen time deposits, they were as follows: 3 months, 
43 per cent; 6 months, 5.5 per cent; and 12 months, 6.0 per cent. 

31 The Times (London), however, stated on September 15, 1960 that between 
65 and 75 per cent of these Euro-dollar deposits are being turned into yen. 
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The banks, for their part, were interested in expanding both for- 
eign and domestic operations and in obtaining new customers in the 
rapidly growing business sector. There are no published data on actual 
or effective interest rates charged by Italian banks, Rates on com- 
mercial bank loans made in lire are set by a gentlemen’s agreement of 
the major Italian banks; this agreement, revised annually, provider 
for a basic schedule of minimum rates for prime customers and a 
series of surcharges for other customers.*? Until late 1960, however, 
the agreement did not cover loan operations in foreign currencies. 
Thus, Euro-dollar operations of Italian banks and loans to customers 
in dollars (and other foreign currencies) were marked by a high degree 
of competition. Banks competed for existing and new business by 
offering Euro-dollar facilities; and Italian business enterprises with 
international connections were able to compel their banks to provide 
such facilities. The rates of interest charged on foreign currency loans 
reflected this competition. 

For these reasons, Italian banks and business enterprises made use 
of external borrowing whenever possible. Banks in Italy were, per- 
haps, the first in Europe to borrow dollars in what has since come to 
be called Euro-dollar transactions. There are reports that as far back 
as 1950 or 1951 Italian banks obtained dollar deposits from French 
banks, These borrowing activities increased substantially in 1957 and 
1958, and even more after the lira and other major European cur- 
rencies were made convertible at the end of 1958. 

In September 1960, a gentlemen’s agreement was made covering 
rates of interest on loans to Italian customers in foreign exchange. 
These rates are to be adjusted to rates of interest in financial centers 
outside of Italy. 

Published interest rates on loans in foreign currencies (Table 5) 
understate the amount of competition introduced by loans in foreign 
exchange. At times, this competition amounted almost to a “price 
war.” Rates charged on loans made in currencies other than lire were 
occasionally 314 per cent or even less. Clearly, loans made in dollars 
or in sterling at such rates were made at a direct loss. The cost of 
borrowing these currencies in London or in Paris was, for long periods 
of time, higher than these rates; in addition, Italian banks had the 
direct expenses attributable to borrowing and lending operations. But 
there may have been compensating advantages of another character. 
Moreover, the extremely low rates were probably applicable to loans 


32 These agreed rates are given in the Bank of Italy, Bolletino, February 1961. 
Table 13. In practice, actual minimum rates have been above these agreed 
minima. Some years ago, the differential was about 2-2% per cent; at present, 
however, it is very low. 
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TaBie 5. Itaty: CommErRciAL Banks’ Domestic Loans IN ForEIGN EXcHANGE, 
DEcEMBER 1959, DECEMBER 1960, anD Marca 1961 





Denomination of Loans 








All 
Currencies Swiss Other 
Dollars Sterling francs currencies 
Total amount (million 
78 
December 1959 569 51 85 337 95 
December 1960 668 465 14 141 49 
March 1961 689 478 10 147 53 
Percen distribution 
December 1959 100 9 15 59 17 
December 1960 100 70 2 21 7 
March 1961 100 69 2 21 8 
Rate of interest (per 
cent annum) 
December 1959 — 54-5% 44-5 44-5% 5-6 
December 1960 — 5% 6% 5% 54-6% 
March 1961 _ 5% 6% 5% 54-64% 





Source: Bank of Italy, Annual Report, 1960, p. 141. 


made in currencies other than the dollar and sterling, perhaps Swiss 
francs and guilders, particularly if the loans were used in those forms 
or converted into dollars or sterling without forward cover. 

Since 1959, dollar deposits in commercial banks in Italy have 
grown by 50 per cent, while Swiss franc deposits have declined by 
50 per cent and sterling deposits have changed very little.** At the 
end of March 1961, nonresident deposits denominated in currencies 
other than lire totaled $708 million. Of this total, 58 per cent was 
denominated in dollars, 21 per cent in sterling, 11 per cent in Swiss 
francs, 5 per cent in deutsche mark, and 5 per cent in guilders, French 
francs, and other currencies. 

As shown in Table 6, nonresident deposits in foreign convertible 
currencies increased from $442 million at the end of 1958 to $676 mil- 
lion at the end of September 1959, or by $234 million; at the same 
time the net liability position of the banks in these currencies in- 
creased by $103 million, reaching a maximum of $320 million. These 
data suggest that, during this period, approximately 40-50 per cent of 
nonresident deposits denominated in foreign convertible currencies 
were loaned to residents; the balance was invested abroad. As already 
noted, these loans were not subject to the rates in the gentlemen’s 


33 Bank of Italy, Annual Report, 1960, p. 140. 
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Tase 6. Iraty: ComMMERCIAL BANKS’ ASSETS AND LIABILITIES IN FOREIGN 
CoNVERTIBLE CURRENCIES, END oF Monta, 1958-61 


(In millions of U.S. dollars) 











Liabilities 
Assets 
Assets Nonresident minus 
Total deposits Other Liabilities 
1958 
December 309 526 442 84 —217 
1959 
March 344 598 530 68 — 254 
June 413 679 596 83 — 266 
September 431 751 676 75 —320 
December 451 696 573 123 —245 
1960 
March 532 673 521 152 —141 
June 570 638 528 110 —68 
September 623 605 515 90 +18 
December 851 748 666 82 +103 
1961 
March 986 794 708 86 +192 





Source: Istituto Nazionale per il Commercio Estero, Movimento Valutario, March 
1961, Table 4. 


agreement. This is not to imply that borrowers may not have con- 
verted part of these loans into lire. Neither does it imply that foreign 
financing was necessarily done in the currencies which had been 
deposited. 

By November 1959, the Bank of Italy had become concerned about 
the large net debtor position of Italian commercial banks in foreign 
currencies, and the fact that foreign borrowing increased domestic 
liquidity, at a time when domestic liquidity was already high. There- 
fore, the Exchange Office offered to make dollars available to com- 
mercial banks in swap transactions, selling dollars for lire at the 
prevailing rate and offering forward cover at the same rate. The objec- 
tives of this policy were fourfold: to halt the expansion of domestic 
liquidity and then to reduce domestic liquidity by requiring the sur- 
render of lire in order to obtain foreign currency; to stimulate the 
short-term export of capital, to discourage capital imports, and thus 
to reduce the surplus in the balance of payments; to reduce official 
reserves by selling these reserves to commercial banks; and, finally, 
to make foreign exchange available to banks without recourse to 
foreign borrowing. The commercial banks, for their part, could use 
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these dollars to acquire additional foreign assets, or to reduce foreign 
liabilities. In either case, the banks would reduce their net external 
liability position denominated in foreign exchange. 

The effects of this policy can be inferred by comparing the positions 
in September 1959 and in September 1960. Nonresident deposits de- 
creased by $160 million; foreign assets increased by $190 million; a 
net liability of $320 million was changed to a net asset of $18 million. 
The latter figures imply that the banks swapped $340 million of lire for 
dollars. 

In August 1960, the Bank of Italy stimulated the use of swap facil- 
ities by requiring each commercial bank to move toward a balanced 
external position. The objective of the new regulation was to compel 
each bank to maintain assets in convertible currencies equal to its 
liabilities in such currencies, though the regulation did not necessarily 
require a balanced position in each currency. 

In the six months following the adoption of this regulation, foreign 
deposits increased by $190 million; foreign assets increased by $360 
million; and dollar swaps increased by $170 million. Thus, the swap 
policy, reinforced by the policy of balancing individual external 
positions, was notably successful. 

In the 18 months following September 1959, the commercial banks’ 
external position in foreign exchange was changed from a net liability 
of $320 million to a net surplus of $190 million, and the Exchange 
Office swapped $510 million of dollars for lire. Foreign assets of com- 
mercial banks, including deposits in the Euro-dollar market, increased 
by $560 million. 


GERMANY 


The large and continuing surplus in the German balance of pay- 
ments, due in part to the inflow of capital, has built up German hold- 
ings of dollars. Nevertheless, commercial interest rates in Germany 
in the past few years have been relatively high—higher than those in 
most other countries of Western Europe and clearly higher than those 
in the United States. These factors suggest that the German banking 
system supplemented its credit resources in deutsche mark with addi- 
tional liquidity based on borrowing dollars, using these dollars either 
to obtain additional resources in deutsche mark or to meet some of 
the demands for deutsche mark with dollars. 

On the other hand, widespread borrowing of dollars and conver- 
sion of these dollars into deutsche mark increased official reserves. 
The German authorities did not regard this with favor and took a 
number of steps to stop the inflow of capital. Moreover, to encourage 
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the export of dollars, the German authorities, shortly after external 
convertibility was announced at the end of 1958, provided swap facil- 
ities. According to these arrangements, the Bundesbank offered spot 
dollars in exchange for deutsche mark at the going market rate—not 
at par—with a commitment to buy back the dollars at the same rate 
at a future date. 

These swap operations were designed to stimulate the conversion of 
deutsche mark into dollars for purposes of short-term capital export, 
as well as to discourage the borrowing of dollars abroad, thereby 
checking the growth of reserves and the expansion of domestic liquid- 
ity. However, interest rate differentials between Germany and other 
countries often militated against such an export of capital, even with 
these swap facilities. Consequently, in 1960 the Bundesbank began 
to subsidize swaps of deutsche mark for dollars by adding a premium, 
ie, by agreeing to buy back the dollars at a premium in terms of 
deutsche mark.** This premium was introduced in August 1960, and 
subsequently adjusted as follows: 

Per Cent Per Annum 


1960 
August 1 
September 15 
1961 
January 1 
February 0.5 
End of February 0.25 
Since March 0 


Swap facilities, and later the premium, were extended on the under- 
standing that the German banks would use the dollars so acquired 
to make time deposits abroad or to buy foreign Treasury bills or 
acceptances,*> The forward premium was a substantial incentive to 
make dollar investments abroad. If the yield on dollar investments 
during this period was of the order of 3 to 4 per cent, the forward pre- 
mium constituted a sizable addition to this yield, for an investment 
that was entirely without exchange risk.*® 


34 When this premium arrangement was introduced, the forward dollar was at 
a discount in terms of deutsche mark. This discount was 1.05 per cent on an 
annual basis at the end of September 1960 and 06 per cent at the end of the 


year. 

35 These dollars could also be used to finance transit operations involving third 
— and, during the period August-October 1960, to finance domestic opera- 
ions. 

36 The forward premium on dollars in terms of deutsche mark looked even 
more impressive when compared with the discount which had been charged by 
the Bundesbank in connection with swap transactions in 1959. This discount went 
as high as % of 1 per cent in August 1959. In the open market the forward 
dollar was at a discount for most of 1959. 
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Dollar swaps reduced the domestic supply of deutsche mark and 
reinforced the tight money policy of the Bundesbank. Indeed, these 
swaps may be considered a “fifth” monetary weapon supplementing the 
discount rate, open market operations, changes in reserve require- 
ments, and individual regulations applying to particular segments of 
the economy. 

The participation by German commercial banks and industrial en- 
terprises in the Euro-dollar market, both as lenders and as borrowers 
of deposits, was dictated by commercial considerations. Banks and 
business enterprises had been increasing their dollar holdings for a 
number of years, and investment abroad offered many favorable op- 
portunities. The Euro-dollar market, and national money markets in 
the United States, the United Kingdom, and Canada, frequently of- 
fered facilities for diversification, short-term investment, and liquidity 
greater than those offered by the German market. Commercial banks 
had a long tradition of making medium-term and even long-term 
loans. The short-term investment of dollars, possibly through partici- 
pation in the Euro-dollar market, offered the possibility of balancing 
long positions in Germany with short positions outside the country. 

Private financial advantage would thus inevitably have resulted in 
some investment of capital on short term, including placing deposits 
in the Euro-dollar market. The Bundesbank understandably wished 
to increase this outflow of capital, in view of the large German balance 
of payments surplus. The Bundesbank did not apply moral or regu- 
latory pressure to increase this flow, though the private banking com- 
munity generally understood what it hoped for; but the Bundesbank 
employed financial incentives, including swap facilities. However, 
given the basic conditions that were creating the payments surplus, 
it was difficult to find any combination of financial incentives that 
would substantially increase net short-term capital exports. The swap 
premium was eliminated in March 1961, after domestic interest rates 
declined. Nevertheless, the balance of payments surplus continued 
despite the revaluation of the deutsche mark, and another form of 
financial incentive was introduced in the form of a regulation that 
commercial banks could deduct foreign assets from their required 
reserves. 


Soviet UNION AND OTHER COUNTRIES IN THE SOVIET BLOC 


“The original impetus for the postwar development of the Conti- 
nental dollar market,” according to Holmes and Klopstock, “is believed 
to have arisen from the desire of several banks in Eastern Europe to 
leave their dollar balances with their correspondents in France and 
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England rather than carrying them in their own name in the United 
States.”*7 Though there may be some question as to this primacy, 
there is no doubt that the Soviet Union and other Soviet bloc coun- 
tries have been in the market more or less continuously for many 
years. Originally, these countries were net suppliers of dollars; more 
recently, they broadened their Euro-dollar activities, and they now 
operate on both sides of the market. They keep surplus working bal- 
ances on deposit in London, Paris, and other centers, and may even 
place them in investments denominated in local currency. They also 
accept dollar deposits, operating through well-known agents in Europe, 
principally the Moscow Narodny Bank in London and the Banque 
Commerciale du Nord in Paris. In addition, they directly solicit de- 
posits of dollars, sterling, and other Western European currencies, by 
circularizing banks and finance houses in Western Europe. The Mos- 
cow Narodny Bank and the Banque Commerciale du Nord are re- 
garded in Europe as prime commercial names, good for large deposits 
of dollars and other currencies at competitive rates. The deposit of 
funds in these banks may also reflect the view that trade between the 
Soviet bloc countries and the United States and Western Europe 
should be facilitated as an encouragement to interdependence and 
world peace and that the extension of credit on reasonable terms (in- 
cluding the deposit of dollars) will encourage this expansion.** 

The U.S.S.R. and other countries in the Soviet bloc, having built 
up their credit standing in the Euro-dollar market, in part by deposit- 
ing dollars, have now reached the position where they are, on balance, 
borrowing dollars. The net position of the Soviet Union and other 
countries in this group may be estimated very roughly at $200 million 
in the spring of 1961. The division of this total between the U.S.S.R. 
and the other countries is not known, nor is the extent to which the 
U.S.S.R. may be acting as an agent for other countries.*® 

Funds obtained in the Euro-money market by the Soviet bloc 
countries may serve several purposes. To some extent, they represent 
an addition to the trade credit which these countries are otherwise able 
to obtain in the West; as such they facilitate imports. On the other 


87“The Market for Dollar Deposits in Europe,” loc. cit., p. 197. 

88 For a recent statement of this general view, see Sir George Bolton, “United 
States Trade with Eastern Europe,” Quarterly Review (Bank of London & South 
America Limited), April 1961, pp. 165-68. 

389 The Soviet Union and other countries in the Soviet bloc are traditionally 
extremely secretive about their financial dealings, and they are adept in hiding 
their true positions, including those relating to gold production, stocks, and sales. 
See also O. L. Altman, “Russian Gold and the Ruble,” Staff Papers, Vol. VII 
(1959-60), pp. 416-38. 
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hand, these funds may replace other kinds of credit or, temporarily, 
sales of gold.*° 

The Moscow Narodny Bank and the Banque Commerciale du Nord 
obtain dollar deposits in a going market, but the precise schedule of 
interest rates paid by these banks is not known. The rates offered by 
the State Bank of the U.S.S.R. (Gosbank) are stated in circulars to 
prospective depositors. For example, the circular dated March 25, 
1960 quoted the following rates: current accounts, 234 per cent; 
30-day deposits, 334 per cent; 3-month deposits, 4 per cent. There 
is no information on the dollar deposits obtained at these rates, which 
in each category were lower than those offered by London banks. For 
90-day deposits, the rate in London was reported by one source as 
414 per cent, and by another as 4.36 per cent. The difference was 
larger for shorter dated deposits, the London rate for current deposits 
being 3% per cent. Under these circumstances, it was unlikely that 
current dollar deposits would be made with the Gosbank. The circu- 
lated schedule of rates was, therefore, probably only an indication of 
minimum rates, with actual rates determined by negotiation, This 
may be the significance of the following from the Gosbank circular: 
“Tf you are interested to open with us a deposit we would ask you to 
contact us by cable so as we might offer you the best interest rate.” * 

The central banks of other Soviet bloc countries also circularize 
banks in Western Europe. For example, the circular of the State Bank 
of Eastern Germany (Deutsche Notenbank) of October 17, 1960 set 
forth the following schedule of rates on dollar deposits: call deposits, 
no quotation; 7-day deposits, 314 per cent; 30-day deposits, 4% per 
cent; 90-day deposits, 4% per cent. In contrast to the rates offered 
by the Gosbank, each of these rates was above the corresponding rate 
quoted in London. For example, the London rate on 90-day dollars 
was approximately 3.90 per cent, so that the Deutsche Notenbank 
offered a premium of 1 per cent. 


Unitep Kincpom 


London is now, and has been for many years, the largest market for 
Euro-dollars. More than any other market, London attracts dollar 
deposits from a wide variety of sources, and in turn places these on a 
broad international basis. It is a true international market. The 
London dollar market consists of banks and financial agencies that 


40This may explain part of the large sales of Russian gold reported in the 
first five months of 1961, which were larger than in any corresponding period 
since the end of World War II. Some of these sales were probably for the 
account of Mainland China. 

41 The Gosbank circular is in both Russian and English. The passage quoted 
is from the English text. 
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draw together dollar deposits from all parts of the world (including 
the United States) and lend these dollars to all parts of the world 
(including the United Kingdom and the United States). The amount 
of deposits denominated in U.S. dollars held in Canada by the head 
offices of the Canadian Chartered Banks is probably larger than that 
held by all banks in London. The Canadian market for dollar de- 
posits, however, is a relatively simple one that depends entirely upon 
the close economic relationships between the United States and 
Canada and the ability of Canadian agencies to manage funds profit- 
ably in the New York market, The London market for Euro-dollars, 
on the contrary, does not depend upon such associations and rela- 
tionships. 

The London market for dollars and other foreign currencies is a 
highly structured one. It has more components, which in turn are 
more specialized, than any other market. It consists of British over- 
seas banks, merchant banks, branches of U.S. and Canadian banks, 
branches or affiliates of other foreign banks, and acceptance and dis- 
count houses. The position of U.S. branches in London has been 
discussed above (p. 331); that of Canadian branches is similar to the 
US. branches, but on a very much smaller scale. All the other elements 
in the market also accept deposits of dollars, sterling, and other curren- 
cies. The role of the clearing banks is considered to be relatively small. 
The British overseas banks, merchant banks, and acceptance houses, 
however, are extremely active in the market for dollars and other foreign 
currencies. They are energetic in attracting deposits, and world-wide in 
their approach to placing deposits in the hands of branches of foreign 
banks in London, banks in foreign countries, and foreign business enter- 
prises. Deposits in sterling may be loaned to foreign business enter- 
prises, or, when accepted by branches of foreign banks, transferred to 
their respective head offices for investment. Part of the deposits in cur- 
rencies other than sterling is invested directly or indirectly in sterling 
assets, i.e., bills, securities, commercial paper, advances to enterprises 
engaged in hire-purchase financing,*? or loans to local councils for 
housing purposes. The proportion of such deposits invested in sterling 
assets is not known, and will in any event change in response to in- 
terest rate differentials. A large percentage is invested in foreign 
assets, either by placing deposits with banks outside the United King- 
dom, which will use the funds in the ways already outlined, or by 
lending dollars and other currencies directly to foreign businesses. 


42 Many of the larger finance companies are associated with, or partially owned 
by, clearing banks or merchant banks. See “Instalment Credit in the United 
Kingdom,” The Statist (London), June 3, 1961, pp. 918-19. 
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III. Foreign Markets for Convertible Currencies 


Section I of this article discusses the activities of foreign markets 
for dollars arising from the acceptance and placing by banks of deposits 
denominated in dollars. That discussion did not, however, cover the 
procurement by banks of dollars (or other currencies) impersonally 
through the exchange markets. 


BASIS FOR EXTERNAL DEALINGS IN STERLING 
AND OTHER EUROPEAN CURRENCIES 


Before 1914 and in the 1920’s, banks in every European country 
accepted deposits in every European currency, whenever conditions 
permitted. The principal difference between those periods and the 
present is that sterling then was the most important currency, so that 
attention was centered upon obtaining sterling deposits and credits. 
Consequently, the interest rates payable in foreign markets on sterling 
deposits, in conjunction with spot and forward exchange rates of sterling, 
were the major determinant of the interest rates that could be paid on 
deposits denominated in other currencies. Under the conditions that 
emerged in the 1950’s, the dollar increasingly became the major cur- 
rency for international trading and, apart from the sterling area, the 
major medium in which exchange reserves were held. 

As monetary conditions improved in Europe, and de facto con- 
vertibility of the major European currencies was replaced at the end 
of 1958 by de jure convertibility, there was strong reason for the 
development of external markets in all European currencies, At 
present, London, Paris, Ziirich, Frankfurt, Milan, and other European 
financial centers accept deposits in all major currencies. External 
markets have developed for sterling, Swiss francs, deutsche mark, 
and other currencies. However, transactions in Euro-dollars, or more 
properly foreign market transactions in dollars, are more important 
than foreign market transactions in sterling and all other European 
currencies. It would appear that, in the financial markets as a whole, 
transactions in Euro-dollars account for at least 90 per cent of all 
Euro-transactions; transactions in Euro-sterling constitute perhaps 
5 per cent of the total** and transactions in all other European cur- 
rencies constitute the remaining 5 per cent.** This division of the 


43 Compare the following independent estimate published in The Economist 
(London), May 27, 1961, p. 920: “The turnover in the market, for these funds, 
which some people call Euro-sterling, remains small—probably not much over 
10 per cent of the European market in dollar deposits.” 

44In order of size of external transactions, the currencies after the dollar and 
sterling would be Swiss francs, deutsche mark, guilders, and lire. 
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market by currency is responsive to the level of interest rates prevail- 
ing in various countries, as well as the structure of spot and forward 
exchange rates, which reflects both interest differentials and specula- 
tive activity. 

External markets in national currencies develop when these cur- 
rencies can be used profitably in any one of three forms: (1) without 
conversion into another currency; (2) with conversion into another 
currency but without forward cover; and (3) with conversion and with 
forward cover. One or more of these conditions has prevailed in the 
past few years for every major European currency. In particular, 
since the cross rates of the most important continental currencies are 
considered on the Continent to be quite firm—this was even more the 
opinion before the revaluation in March 1961 of the deutsche mark 
and the guilder—there is considerable scope for uncovered dealings. 


The national structures of interest rates charged on overdrafts and 
on loans reflect domestic monetary policy considerations, as well as 
operating rigidities and gentlemen’s agreements. The gentlemen’s 
agreement among Italian banks with respect to loans in lire and, sub- 
sequently, loans in dollars has been referred to above (p. 337). But 
in every country, understandings or market leadership or similar 
factors affect the level, the flexibility, and the structure of interest 
rates. 

It is therefore inevitable that external markets for national cur- 
rencies should emerge. The impetus comes from both banks and bor- 
rowers. The Euro-money market makes it possible for any bank to 
supplement its domestic business by accepting and placing deposits in 
foreign currencies. Participation in such markets is a source of extra 
profits and is free (or, at least, freer) of domestic interest rate limita- 
tions and operating rigidities. This business can be, and in fact is, 
conducted on margins lower than those prevailing in national markets. 
Moreover, the expansion of business on an international scale makes 
it increasingly easy for firms to borrow in different countries and in 
different currencies. To forestall such borrowings, banks are virtually 
compelled by their customers to enter the Euro-money market. For 
if one bank will not borrow dollars or Swiss frances for a powerful 
customer, another bank will; if not, the customer will himself borrow. 


In addition to these general factors, particular factors may operate 
in individual national markets. In 1957, the British monetary author- 
ities limited the use of sterling in external transactions and, in par- 
ticular, forbade two kinds of foreign loans in sterling: extensions of 
trade credits beyond the normal financing periods, and sterling finan- 
cing in export/import operations to which the United Kingdom was 
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not a party. These limitations created a demand for Euro-sterling as 
well as for dollars and other currencies. 


EXTERNAL TRANSACTIONS IN CONVERTIBLE CURRENCIES 


Paris is the most important market for transactions in Euro- 
sterling, but there have been dealings in other continental centers, as 
well as in London. It is likely that the volume of Euro-sterling de- 
posits in Paris and other continental centers is small; in other words, 
most owners of external sterling deposits keep them in London. These 
Euro-sterling deposits, like dollar deposits, come from all parts of 
the world, particularly Europe, the Middle East, and South America, 
and they represent both private and official funds. Euro-sterling activ- 
ities appear to be based on a relatively small amount of Euro-sterling 
deposits. A relatively small amount of the sterling loans by conti- 
nental banks are made in sterling which has been deposited with them; 
in large part, these loans are made with sterling that has been pur- 
chased with other currencies. 

Transactions in Euro-sterling (and, even more, transactions in other 
European currencies) are uncomplicated when compared with those in 
dollars. The banks that accept sterling deposits generally use them 
themselves rather than deposit them in some other bank. The banks 
in the market for sterling deposits are fewer than those for dollar 
deposits, and the length of the banking chain is shorter. 

External transactions in other European currencies are almost en- 
tirely confined to Swiss francs, deutsche mark, guilders, and lire, 
though most banks are prepared to accept deposits of any conver- 
tible currency, and to place deposits or make loans in any convertible 
currency. 

In most cases the exchange risk involved in switching from one cur- 
rency to another is taken by the borrower, who can cover forward if 
he wishes. Most banks use forward cover in such switches, but there 


have been a considerable number of cases in which banks have taken 
uncovered positions. 


INTEREST RATES ON EURO-STERLING AND OTHER CURRENCIES 


All currencies are equally acceptable in Euro-money operations, 
but all of them do not carry the same interest tag. Since the dollar is 
now the most important currency in such operations, the interest that 
will be paid for any other currency varies with the cost of the dollar 
swapping operation. When the dollar spot and forward rates for any 
currency are equal, the rate of interest that will normally be paid on 
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deposits in that currency will be equal to that paid for dollars. For 
several years, however, most continental currencies have prevailingly 
been at a forward premium relative to the dollar. Hence, the interest 
rates paid in London and continental markets on deposits of guilders, 
Swiss francs, etc., have been lower than those paid on dollars. Cor- 
respondingly, forward sterling since 1960 has been at a discount rela- 
tive to the dollar, so that interest rates paid on Euro-sterling deposits 
have been higher than those on Euro-dollar deposits. 

Data on the various rates of interest offered on 90-day deposits in 
London in February 1961 show that this rate was highest on sterling, 
at 4.625 per cent per annum, and lowest on guilders, at 1.50 per cent 
(Table 7). Nevertheless, the covered interest cost involved in using 


TaBLE 7. LONDON: ACTUAL AND CovERED INTEREST Rates ON 90-Day DEposits 
oF Six CurRENCIES, FeBRuARY 21, 1961 


(In per cent per annum) 





Forward Premium (+) or Discount (—) 








Actu: covered 

Interest Actual, Annual Interest 
Rate! 90 days rate Rate? 
US. dollars 3.50 _— —_ 3.50 

Sterling 4.625 —0.25 —1.00 3.625 
Canadian dollars 3.50 —0.05 —0.20 3.30 
Swiss francs 1.75 +0.42 +1.68 3.43 
Deutsche mark 3.25 +0.10 +0.40 3.65 
Dutch guilders 1.50 +0.45 +1.80 3.30 





1 Representative rates as circularized by one bank in the London market. 
? Based upon the conversion of each currency into dollars and the cost of repur- 
chasing that currency forward. 





each of these currencies, assuming a swap into dollars, was approxi- 
mately the same. In these calculations, the maximum rates of interest 
that could be paid on European currencies, assuming forward cover, 
were derived from the rate on dollar deposits. The relationship is, 
however, interdependent rather than one way. Money market condi- 
tions in any currency (assuming that the currency may be used for 
external transactions) affect the level of interest rates paid in Euro- 
money markets on all currencies, including the dollar, through capital 
movements and changes in spot and forward rates. It is only that, at 
present, the factors determining the rate of interest on dollars are 
much broader than those affecting the rates on all other currencies. 
The rate on dollars, therefore, affects other currencies more than the 
rate on other currencies affects the dollar. 
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The role of individual currencies in Euro-money markets may 
vary widely from one period to another. During the sterling flurry in 
March 1961, the forward premium on the Swiss franc, the deutsche 
mark, and the guilder against both the dollar and sterling widened to 
such an extent that no rates were quoted in London on deposits of 
these currencies. On the other hand, there was an increase in the 
demand for sterling, and derivatively for dollars, to finance long posi- 
tions in other currencies, as well as to reverse, or cover forward, 
earlier uncovered sales of these currencies for sterling. The result was 
that the interest rates offered for sterling deposits increased, and those 
for dollars rose sympathetically; for a short period, rates offered on 
the Continent rose relative to those in London. 

The factors that determine the structure of interest rates on deposits 
of various currencies in London and other Western European financial 
centers also operate in countries in the Soviet bloc, but to a lesser 
extent. The result is a somewhat different structure of rates. The 
Gosbank circular of March 25, 1960, referred to above (p. 344), also 
quoted interest rates on 90-day deposits of sterling, Swiss francs, and 
deutsche mark. Given the spot-forward quotations between each of 
these currencies and the dollar, it would appear that the Gosbank 
was paying more for deutsche mark, and less for sterling and Swiss 
francs, than for dollars. Under these circumstances, the Gosbank might 
be offered deposits of deutsche mark but not of the other currencies. 


IV. Conclusion 


The developments in foreign markets for dollars and other curren- 
cies have had a number of significant effects. 
{ First, they have strongly influenced the structure and the level of 
interest rates in a number of countries. They make it more difficult to 
maintain, within any one country, operating rigidities and customary 
and cartel arrangements with respect to interest rates paid and 
charged. In general, they act to bring interest rates in different coun- 
tries closer together.*® These external deposit markets exist because, 
as far as many countries are concerned, the rate of interest that can be 
earned internationally is higher, while the rate that must be paid in- 
ternationally is lower, than the domestic rates. Strong companies in 
(say) Italy pay less for financing in Euro-dollars than they would 
have to pay for dollars in New York or for lire in Italy, while, for 


45 Qn this and other effects of foreign markets for currencies, see the speech 
by Guido Carli to the Italian Banking Association, reported in M ondo Economico 
(Milan), May 6, 1961. 
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some time, all other companies continue to pay the higher domestic 
rates. This widens the existing differential between interest rates paid 
by prime borrowers and all others. Nevertheless, the continuing com- 
petitive pressure tends to reduce the average of domestic interest rates 
and to bring this average closer to the international level, specifically, 
the Euro-dollar and Euro-money rate. It thus tends, after a time, to 
reduce the differential between classes of borrowers, despite the initial 
ingrease. 
Second, foreign markets for dollars, sterling, and other currencies 
have reduced the cost of foreign trade financing and probably in- 
creased the amount of such financing available to some countries, 
particularly Japan. 
hird, the development of foreign markets for dollars has increased 

the importance of the dollar as an international currency.** The dol- 
lar is now held and used more widely by commercial banks and other 
financial institutions. To this extent, and also when official reserves 
are sold to or deposited in commercial banks, the conversion of dollars 
into gold is reduced. On the other hand, the management of these 
funds passes out of the hands of U.S. banks, with the exception—and 
it is a large exception—of those funds returned to the United States 
by foreign branches of U.S. banks. This development has also en- 
hanced the international importance of other currencies. The enhance- 
ment has been small so far, but it is not unlikely that a number of 
European currencies will move toward international, key currency 
status, and that they will be held in larger amounts outside their 
country of origin. 
Fourth, the development of {preign markets for dollars, sterling, and 
other currencies, interconnected as they are with the domestic money 
markets of their respective countries and with exchange markets, im- 
proves liquidity, Within any one country, the development of these 
markets blurs the distinction between loans in foreign currency and 
loans in domestic currency, and adds the former to the latter. Inter- 
nationally, this development can be viewed as adding speed and effi- 
ciency to existing liquidity, or as increasing the amount of liquidity. 
Whether the effects will be good or bad depends upon how the liquid- 
ity will be used. It may be used with constraint to finance desirable 
ends. It may also be used to exaggerate speculative movements and 
to finance large movements of capital which are disturbing or mean- 
ingless. 

Finally, by bringing interest rates in various countries into a new 
alignment and by stimulating the forces of international financial 


46 See “The Market for Dollar Deposits in Europe,” loc. cit., pp. 201-02, and 
Bank for International Settlements, Annual Report, 1960, p. 138. 
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integration, the development of foreign markets for dollars and other 
currencies may modify the role of domestic monetary policy. For 
this as well as other reasons, it may become increasingly difficult for 
any country to change its own interest position in the international 
structure. This would make it more difficult to rely very heavily upon 
a domestic monetary policy, and make it necessary to place more 
weight upon complementary policies. Should this be the case, the 
virtues of a flexible interest rate policy, so much appreciated during 
the past decade, may fade during the present one. 
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A System of Governmental Wage Control 
Experience of the Netherlands, 1945-60 


Rattan J. Bhatia and Arie C. Bouter* 


NFLATIONARY TENDENCIES, resulting in rising wages and 

prices, have prevailed in most countries since the end of World 
War II. In certain countries, at certain times, they have been due 
primarily to a tendency for general demand to exceed potential sup- 
ply. Many governments have tried to counteract these inflationary 
pressures by relying on fiscal and monetary policies. In other coun- 
tries, and at other times, however, inflationary tendencies have been 
due primarily to the attempt of labor as a whole to secure higher 
real rewards than correspond to its productivity, or to an attempt 
to maintain wage differentials that are incompatible with the current 
distribution of demand between different types of labor. The success 
of such attempts, which presupposes imperfect competition in the 
labor market, makes it possible for wages to rise faster than pro- 
ductivity even though the real demand for labor may not be, on 
balance, excessive in the economy. Prices, as a consequence, also 
tend to rise. A wage-price spiral comes into existence; wages and 
prices push each other up. 

Governments, in attempting to resist inflation by influencing wages, 
may have in mind their effects on the demand for final consumer 
goods or their effects on costs of production. As income received by 
a factor of production, wages largely determine the level of consump- 
tion in the economy. As a payment to a factor of production, wages 
enter into costs. Anything that keeps down the level of wages will, 
therefore, tend to moderate the increase in prices both by reducing 
consumption demand and by reducing costs of production. The effects 
of wage changes on the balance of payments also operate through 
the two channels. On the demand side, a reduction in wages will re- 
duce the level of consumption and hence the need for imports, while 


*Mr. Bhatia, economist in the African Department, is a graduate of Bombay 
University and of Oxford University. He was formerly a member of the staff 
of the Indian Ministry of Finance and has contributed several articles to eco- 
nomic journals. Mr. Bouter, economist in the Research and Statistics Depart- 
ment, is a graduate of the Netherlands School of Economics. He was formerly 
on the staff of the Central Planning Bureau in the Netherlands and Head of the 
Bureau of Statistics in the Netherlands Antilles. 
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at the same time it will increase the surplus available for export 
abroad. On the cost side, wage restraint will tend to improve the 
competitive position of the country in international markets. 

Wage policy may therefore be relevant whether the cause of the 
inflation is cost pressures or excessive effective demand. Although 
in a demand inflation it would be possible to control the increase 
in prices by disinflationary policies other than wage control, these 
might well involve the scaling down of investment plans and at least 
a temporary loss of employment, which might be unwelcome. Wage 
controls might then help to control the inflationary tendencies without 
sacrificing investment, by reducing the propensity to consume—though 
at the cost of creating a shortage of labor. Generally, in an infla- 
tionary situation that is due to excess demand, the demand aspect 
of wage policy tends to predominate over the cost aspect. However, 
cost considerations are generally more relevant when a country strives 
to maintain its competitive position in international markets. Again, 
whenever products are priced on a cost-plus basis, a control of wages, 
by restraining wage increases, may prevent price increases by keep- 
ing down costs of production. 

Wage policy cannot be effective unless the authorities are in a posi- 
tion to exercise some form of control over, or at least influence on, 
wages. The present paper deals with the Netherlands where, since 
the end of World War II, governmental control on wages has been 
applied, in addition to fiscal, monetary, and price controls. The 
acceptance of a wage policy in the Netherlands was facilitated by the 
peculiar circumstances prevailing in the country in the postwar period. 

In spite of direct governmental control over wages, collective bar- 
gaining between employers and labor has not been suppressed. Indi- 
vidual employers’ and workers’ unions regularly negotiate over wages 
and other conditions of employment. The agreements so arrived at 
have to be approved by a state-appointed Board of Conciliators. 

The application of wage policy in the Netherlands has been flexible, 
to suit the economic conditions in the country. In the early years 
after liberation, wage policy succeeded in controlling real wages in 
the interests of balance of payments equilibrium and national recon- 
struction. Following the Korean crisis in 1950, the Government even 
succeeded in imposing a cut in real wages for balance of payments 
reasons. In 1957 also, following the payments crisis in 1956-57, a 
restrictive wage policy was an important part of the over-all anti- 
inflationary policies of the Government. 

Wage policy initially was more important for controlling consump- 
tion than for keeping down wage costs. The share of wages in national 
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income, as well as average household consumption as a proportion of 
national income, declined continuously until 1953. Since 1955, how- 
ever, with consumption stable at about 65 per cent of national 
income, the cost aspect rather than the consumption aspect of wage 
policy would seem to be the more significant. 

Labor scarcity probably declined from 1948 to 1952, though the 
available indices may not be entirely reliable. This was followed by 
a period of increasing scarcity from 1952 to 1955. After a period of 
relaxation from 1956 to 1958, the market tightened once again in 
1959 and in 1960. 

Although most of the permitted wage increases were uniform for 
all industries, special wage increases were granted in some occupa- 
tions, and relative wages were affected by the introduction of systems 
of piece-rate payments and standardized methods of job evaluation. 
These special wage increases resulted in different rates of change in 
earnings in different industries, which seem to have been related to 
the relative labor scarcity in these industries. Lastly, in spite of the 
spread of job evaluation methods, the wage structure as between 
workers of different degrees of skill has not changed substantially 
from that initially fixed in 1946. 


Machinery of Wage Control in the Netherlands 


The introduction of government wage control in the Netherlands 
represents a sharp break with previous traditions. Before World 
War II, government interference in wage matters was limited to the 
subjects covered by the Labor Disputes Act of 1923, the Collective 
Agreement Act of 1927, and an act of 1937 which permitted the issue 
of ministerial decrees extending the terms of collective agreements 
to unorganized labor not covered by union agreements. However, 
these statutes were very rarely applied and wages were generally 
determined by free collective bargaining. The war dealt a severe 
blow to the Dutch economy. Productive facilities in the country were 
largely destroyed, and the undernourished population was unable to 
be as productive as before the war. On the other hand, the demand 
for consumption and investment goods was at a peak. The problem 
was to restore production and to distribute the national product in 
such a way as to ensure a rapid rate of growth in production. It was 
clear to almost everyone that these problems could not be solved 
without the introduction of some special measures. The Government 
was, therefore, given extensive powers to interfere with the produc- 
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tion and distribution processes: to regulate imports and exports, to 
ration goods, to fix prices and wages, and, in general, to determine 
priorities. 

The level of real wages announced in 1946 was purposely set above 
that justified by productivity at that time. The Government, how- 
ever, did not wish to risk further increases in wages and prices, and 
proclaimed that wages would not be permitted to increase unless 
thoroughly discussed in the Foundation of Labor—a voluntary associ- 
ation of the principal employers’ and workers’ federations. Further- 
more, the Government announced that wage increases would never be 
allowed while a strike was in progress. Apart from a relatively small 
number of strikes, government wage control has generally been 
accepted. 


The system of wage regulations applied in the Netherlands has 
combined governmental control with collective bargaining between 
employers and employees. Governmental control over wages is exer- 
cised under the Extraordinary Employment Relations Decree of 
1945. Under this Decree, collective agreements reached between em- 
ployers and trade unions in a particular enterprise or industry are 
submitted to the Board of State Conciliators for approval. The State 
Conciliators are appointed by the Minister of Social Affairs and 
receive directives from him regarding the general level of wages that 
the economy can afford. The Board of State Conciliators consults 
the Foundation of Labor before making decisions. The Minister of 
Social Affairs is, in turn, advised on matters of wage policy by the 
Social-Economic Council. 

Employees and employers in the Netherlands have three main 
associations each. The employees’ organizations are the Netherlands 
Federation of Trade Unions, N.V.V. (membership nearly 499,000) ; 
the Netherlands Federation of Roman Catholic Workers, K.A.B. 
(membership about 407,000); and the National Federation of Chris- 
tian Workers in the Netherlands, C.N.V. (membership about 
222,000).1 Together, these three unions represent about 85 per cent 
of organized labor and 34 per cent of total labor in the country. A 
fourth trade union federation, under communist control, has a mem- 
bership of only about 12,000 and is not recognized either by the 
Government or by other labor or employers’ federations. The non- 
affiliated trade unions account for about 230,000 members. 

The three employers’ associations in industry are the nondenomi- 
national employers’ association (C.S.W.V.), the Catholic association, 


1Membership figures as at October 1, 1960. 
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and the Protestant group. There are also associations of employers 
in agriculture and commerce. 

Collective agreements reached between individual employers’ asso- 
ciations and labor unions are passed for approval to the Board of 
State Conciliators. Under the Royal Decree of 1945, the Chairman 
and members of the Board are appointed by the Minister of Social 
Affairs. Apart from the Secretary of the Board, who is a full-time 
employee, the members of the Board are not civil servants but are 
independent, giving only part of their time to its work. The Minister 
issues directives for application by the Board of State Conciliators 
in connection with decisions affecting wages. The Board is legally 
vested with extensive powers. It has to approve all collective wage 
agreements before they are implemented by the employers. It can also 
determine wages and conditions of employment where no collective 
agreements exist, decide on requests for deviations from the collective 
rates, and establish general principles by which collective wage agree- 
ments should be established. Since 1950, penal provisions in cases of 
default by employers’ or employees’ organizations have been applicable 
under the Act on Economic Delicts. 

A reading of the powers theoretically vested in the Board by the 
Decree of 1945 may give the wrong impression that the Board is the 
focal point of the entire system of wage fixation in the Netherlands. 
In practice, however, the Board, on the one hand, is subject to gen- 
eral directions from the Minister of Social Affairs, and, on the other, 
works in close cooperation with the Foundation of Labor. 

The directives of the Minister of Social Affairs deal only with the 
more important matters regarding the general level of wages that the — 
country can afford, having regard to the balance of payments, invest- 
ment needs, and other criteria of broad economic policy. 

The Foundation of Labor, set up in May 1945, had its basis in the 
wartime cooperation between labor and employers. After some minor 
changes, it now consists of an equal number of representatives of 
workers and employers and is financed equally by the two groups. 
The controlling body is the Board of Directors, consisting of 20 mem- 
bers. 

As originally conceived, the Foundation’s sphere of activity was 
to be primarily in the social field. In practice, wage policy has been 
one of the most important concerns of the Foundation. As stated 
above, the Decree of 1945, which lays down the functions of the Board 
of State Conciliators, provides that the Board shall consult the 
Foundation on matters of more general importance before making 
decisions on any proposal. To meet this specific function of advising 
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on wage matters, the Foundation has set up a special permanent Joint 
Committee on Wages. All the collective agreements submitted to the 
Board for approval are sent to this Committee before the Board gives 
its decision. It is in this Committee that centralized bargaining be- 
tween employers’ and employees’ unions is carried on. The Committee 
meets once a week and is attended by the parties concerned in what- 
ever collective bargaining is under consideration,? and usually by 
representatives of the Board, to ensure that, as far as possible, the 
government point of view is taken into account before the agreements 
are returned to the Board for approval. On the whole, the Board and 
the Foundation have worked in close cooperation. 

In 1950, a new institution, the Social-Economic Council, was estab- 
lished. One of the main functions of the Council is to advise the 
Government on economic and social questions. The Council had its 
origin in the manifesto issued at the time of the establishment of the 
Foundation of Labor, in 1945, suggesting the creation of such a 
council; it was created under the Law on Public Industrial Organiza- 
tion—Publiekrechtelijke Bedrijfsorganisatie (PBO). Unlike the Foun- 
dation, the Council is a tripartite official body with 15 members from 
various fields of social research appointed by the Crown and 15 mem- 
bers appointed each by the trade unions and by employers’ organiza- 
tions. Under Article 41 of the PBO, the Minister of Social Affairs is 
to ask the Council for advice concerning all important measures that 
he intends to take in the social or economic field unless, in his opinion, 
it is contrary to the public interest.* The Council, if requested, is to 
give advice to the Minister, and may, on its own initiative, advise him 
in connection with the present law and other matters of a social and 
economic nature. 

The Council took over from the Foundation the task of advising 
the Government on matters of wage policy. Until 1958, the wage 
policy questions in the Social-Economic Council were handled by its 
Committee on Wages and Prices. However, in 1958, the Council set 
up, on its own initiative, a Committee on the Development of the 
National Economy and considerably broadened its own scope on 
problems of wage policy. For instance, in 1958, when the Govern- 


2See P. S. Pels, “The ‘Labour Foundation’ in the Netherlands,” International 
Labour Review, Vol. LXXV (1957), pp. 437-49, for a more detailed account of 
the origin and functioning of the Foundation of Labor. 

3 The Government has not asked the Council for advice on all matters. For 
example, advice was not requested on the increases in subsidies in 1956 and 1958, 
or on the rent increases in 1955 and 1957. However, the Government has gen- 
erally asked for advice on matters of wage policy. See Dr. W. Drees, Jr., 
“Centraal Planbureau, Sociaal-Economische Raad en democratie,” Economisch- 
Statistische Berichten, March 11, 1959, pp. 184-87. 
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ment asked for the Council’s advice regarding the abolition of the 
milk subsidy and the increase in controlled rents, the Council sent 
the request not to its Committee on Wages and Prices but to the 
Committee on the Development of the National Economy. This Com- 
mittee went deeply into the outlook for the Netherland’s economy, 
including the Government’s future policy regarding expenditure and 
taxes, before submitting its advice to the Government. 

The establishment of the Social-Economic Council does not mean 
that the Foundation of Labor makes no independent analysis of wage 
problems and policies. The Foundation’s Committee on Wages still 
exists, and one of the secretaries of the Social-Economic Council 
works as a secretary of this Committee. Many committees of the 
Foundation and the Council have some members in common. At 
times, when the Council may fail to arrive at any conclusive recom- 
mendations to be forwarded to the Government, a compromise may 
be effected through the deliberations of the Foundation.* 


Wage Controls in Operation 


In the immediate postwar period, the Netherlands Government 
instituted over-all measures, including price and wage controls, de- 
signed to achieve rapid economic growth while promoting balance 
of payments equilibrium. Most of the direct controls then introduced 
were abolished gradually after 1948, but controls over prices, wages, 
and rents were retained. A brief description of the various measures 
is given below as a prelude to a description of the measures taken 
to control wages. 

The Government had at its disposal a variety of legal instruments 
to implement an active stabilization policy. In order to mop up excess 
liquidity, the Government enacted in 1945 a severe monetary purge, 
by which monetary balances were blocked and two capital levies 
imposed to wipe out at least some of the blocked accounts. Simul- 
taneously, the Netherlands Bank began to exercise strict supervision 
over the credit policies of the commercial banks. 

Apart from these general measures, rents and dividends were con- 
trolled, and rationing and strict controls over prices were maintained. 
All price increases which producers proposed had to be approved by 


* During 1955-56, when the Council did not succeed in making any positive 
recommendations as to the increase in wages to be granted, the Government 
referred the problem back to the Foundation of Labor for further discussion. 
After difficult negotiations, in which the Government acted as a mediator, an 
agreement was reached between the parties. 
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the Government. Increases in prices were allowed only if they were 
justified by increases in costs. However, not all increases in costs were 
allowed to be passed on in increased prices. For example, prices were 
not allowed to be raised when higher wages were granted to compen- 
sate for the increased cost of living brought about by a partial abolition 
of government subsidies in 1948. Instead, the producers had to absorb 
these increased wages in their existing profit margins. At other times, 
e.g., during the Korean boom, an increase in prices because of higher 
costs was not permitted, but the higher costs were partly offset by 
increased government subsidies. 

From about 1949 onward, there was a gradual relaxation of these 
controls. This was made possible by the substantial rise in national 
output and productive capacity and by the trend toward external 
equilibrium. By the middle of 1950, rationing had almost disappeared. 
However, wage and rent controls were retained. The Price Control 
Act of 1939, whereby the Government has the power to fix maximum 
prices for various commodities in case of emergency, was also re- 
tained. Otherwise, a greater reliance was placed on monetary and 
fiscal policies. Dividend limitation was abolished in 1954, and rent 
increases were gradually permitted. Subsequently, producers were 
even allowed to raise prices following a rise in wages. However, 
with the renewed threat to price stability in 1956, price-control meas- 
ures were tightened to some extent. The Price Control Act of 1939 
was invoked to control the prices of certain raw materials and of paper. 
The Government ordered the dissolution of a number of price cartels 


and put a ceiling on profit margins in retail trade in order to make . 


sure that the change in turnover taxes that had been introduced in 
1955 did not result in an increase in prices. For the rest, the author- 
ities relied mostly on voluntary agreements by the employers to sub- 
mit all intended price increases to the Minister of Economic Affairs 
for approval. In principle, price increases were permitted only if 
the employer concerned could show that costs had increased corre- 
spondingly. In the middle of 1958, when the pressure on prices had 
almost disappeared, the Netherlands authorities further relaxed price 
controls. In those sectors where competition is satisfactory, entre- 
preneurs are now allowed to increase prices without first obtaining 
the approval of the Government. However, where cartels and trusts 


5 The outbreak of the Korean conflict in 1950, which greatly disturbed the 
newly established internal equilibrium, could have been the occasion for the 
country to reinstate the system of direct internal controls. Instead, the Gov- 
ernment embarked in March 1951 on a vigorous policy of disinflation by reduc- 
ing food subsidies, increasing taxes, and raising the official discount rate. 
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dominate, prior approval is still required. This applies also to in- 
ereases in prices of food and fuel. 


DEVELOPMENT OF WAGE CONTROLS 


In the development of wage control in the Netherlands since 
World War II, five phases may be distinguished. From the liberation 
until 1950, the wage policy attempted to guarantee to labor certain 
minimum standards of consumption while directing the increase in 
national output to national reconstruction. Following the devalua- 
tion of the guilder in September 1949 and a serious deterioration in 
the Netherlands’ balance of payments in 1950, the Government rein- 
forced its vigorous anti-inflationary monetary and fiscal policies by 
an intensification of the policy of wage restraint. In March 1951, a 
tripartite agreement was reached between the Government, the organ- 
ized employers, and labor to limit the compensatory increases in 
wage rates in such a way as to bring about a 5 per cent decrease 
of real wages from the level in September 1949. The balance of pay- 
ments surpluses on goods and services account achieved in 1952 and 
1953 encouraged the authorities to sanction large increases in real 
wages during the next three years. This expansionary policy, however, 
was reversed in 1957, following an upward pressure on prices and a 
deterioration in the balance of payments. Finally, in 1958, the Govern- 
ment adopted a more flexible wage policy under which the determina- 
tion of wages in each industry is left as much as possible to collective 
bargaining between labor and employers, subject to over-all super- 
visory control by the Government. 


1945-50 


Immediately after the liberation, there was agreement that the 
wage policy, within the very narrow limits set by the need to over- 
come the economic emergency, should be guided by the principle that 
wages must guarantee each wage earner a minimum standard irre- 
spective of his productivity. In 1945, minimum wages were accord- 
ingly fixed at a level sufficient to purchase all rations for a family 
of four consumers and to pay for rent and for a few other essentials. 
Wages at this level were granted to all unskilled workers while wages 
of semiskilled and skilled workers were fixed at levels 10 per cent 
and 20 per cent, respectively, above the wage level for unskilled 
workers. 

In October 1946, the Government announced a wage freeze. There 
were two exceptions, however. Increases would be allowed in wage 
rates that were considered too low in relation to the general wage 
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level. New incentive wage systems, which without changing basic 
wage rates would stimulate production, could also be introduced and 
to some extent were encouraged. 

The wage freeze depended for its success on stability of the cost of 
living to protect the already meager real standard of consumption of 
the wage earners. At first, the financing of reconstruction created fresh 
liquidity in the economy and threatened price stability. However, 
the Government was able to keep the monetary circulation stable 
from 1947 until the Korean conflict intervened in 1950. The Govern- 
ment also tried to stabilize the price index by controlling rents at 
their 1939 level and by paying subsidies or consumption goods 
amounting to f. 450 million in 1946 and f. 528 million in 1947. These 
subsidies were partially abolished in 1948, resulting in a 3 per cent 
rise in the cost of living. The index then remained stable until Sep- 
tember 1949 when the devaluation of the guilder, and later the 
Korean war, disrupted price stability. The price increase which 
then occurred was moderated by a temporary increase in subsidies; 
these were discontinued in part when wage increases were granted in 
January 1950. 

Wage rates were not formally pegged to the cost of living index. 
In practice, however, increases in living costs were generally followed 
by government-sanctioned wage increases. Wage rates increased by 
4 per cent in 1947 and the cost of living by about 3 per cent.° In 1948, 
wage rates increased by about 5 per cent, partly because of a general 
wage rise granted in November to compensate for the increase of about 
3 per cent in the cost of living (which, as mentioned above, was 
attributable to the partial abolition of subsidies) and partly because of 
a 6 per cent increase in agricultural wages, which were considered low 
in relation to wages in rural industries. 

Prices were not permitted to rise on account of higher wages. As a 
result, wage increases did not lead to secondary increases in prices. 
During 1949, wage rates in industry showed little change. However, 
an increase of more than 3 per cent occurred in agricultural wages, 
owing to the establishment of the agricultural pension fund, and the 
general wage index rose by 1 per cent. 


1950-54 


Immediately after the devaluation in September 1949, when a con- 
siderable increase in the cost of living was generally expected, the 
Foundation of Labor took the initiative in submitting proposals for 


6 These and the following figures represent the increases between January and 
December. 








ix] 


~" = hm i 


orTvwvworirsier Twa grt & 


= we 











A SYSTEM OF GOVERNMENTAL WAGE CONTROL 363 


a postdevaluation wage policy. After lengthy consultations with the 
Foundation, the Government decided to allow a maximum increase 
of 5 per cent in wages, effective January 1, 1950. The Foundation 
agreed, however, that the increase would be considered as an advance 
against increased productivity and that it (the Foundation) would 
stimulate measures to make increases in production feasible and the 
wage increases economically justifiable. 

An increase in industrial productivity of over 5 per cent was, in 
fact, achieved in 1950, so that price stability would have been possi- 
ble in that year had not other factors making for price increases 
intervened. However, the Korean conflict affected the price level 
from September onward, raising the cost of living by 44% per cent 
during the second half of 1950. The rise was confined to this magni- 
tude by increases in government subsidies on a number of raw mate- 
rials and foodstuffs. To offset the rise in the cost of living, wages 
were raised further by 5 per cent from September 1950. In contrast 
to the January increase, which was in the nature of an authorization 
to employers, the September increase was declared compulsory. 

Strong inflationary pressures revived in 1951. The trade liberaliza- 
tion in the first half of 1950 and the Korean conflict induced heavy 
buying, resulting in a large import surplus. A rise in import prices 
further accentuated the external position. The cost of living rose by 
8 per cent during the first four months of 1951. In March of that 
year, the Government launched a strong anti-inflationary policy. 
Food subsidies were reduced from f. 450 million for a twelve-month 
period to f. 175 million. Both direct and indirect taxes were raised. 
To lessen investment demand, direct controls were imposed on invest- 
ments, and the building program was substantially reduced. 

These measures were reinforced by a tripartite agreement between 
the Government, organized management, and labor to limit the com- 
pensating increases in wage rates to 5 per cent, with a maximum of 
f. 200 a year. The rise was calculated in such a way that, barring un- 
foreseen circumstances, real wages could be expected to fall by about 
5 per cent in relation to the September 1949 level. This was in fact 
achieved. Average real wages in 1951 fell by 4 per cent, compared 
with 1949. 

Wage rates remained almost stable during the next two years. 
In 1952 there was a recession. The average number of unemployed 
was greater than in 1951 and constituted 3.4 per cent of the total 
labor force. Although wholesale prices fell by about 4 per cent during 
the year, the cost of living was fairly steady. In July 1952, wages 
were raised by 2 per cent, corresponding to the premiums which the 
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workers had to pay toward compulsory unemployment insurance 
under the new Unemployment Act. The wages of farm workers again 
rose in September, partly to compensate for a rise in their pension 
fund contributions and partly as a result of the change in their 
occupational category. No wage increases were granted in 1953.’ 


1954-57 


The Netherlands had a favorable trade balance in 1952 and 1953. 
Also, the cost of living was stable during these two years. This in- 
duced the Government to relax its restrictive policies and to allow a 
certain expansion in domestic consumption and investment. In Janu- 
ary 1954, controlled rents were allowed to increase by an average 
of 22 per cent. The Government authorized two general increases in 
wages, one in January and one in October 1954. The January increase 
was of the order of 5 per cent and was intended partly to compensate 
for the rent increases and partly to offset the reduction in real wages 
to which the trade unions had agreed in early 1951. Over and above 
this general increase, semiskilled and skilled workers and certain 
other categories of labor received extra increases, The over-all index 
of hourly wages rose by about 9 per cent. 

In contrast to the January increase, the October increase was a 
result of an acute shortage of labor—especially skilled labor. The 
trade unions, helped no doubt by the leniency of governmental policy, 
pressed for higher wages. Entrepreneurs, who had been allowed to 
increase prices following the January increase in wages, were earning 
larger profits and, to some extent, were already paying higher (black) 
wages. The trade unions based their case mainly on the argument 
that the position of labor was lagging behind the advance in per capita 
national product. The Social-Economic Council estimated that the 
divergence was about 3-414 per cent, compared with 1949, and about 
2-314 per cent in relation to 1951. The Government approved an 
increase in wages of not more than 6 per cent. Although the increase 
was not compulsory, a fairly general use was made of the authoriza- 
tion, especially as a result of the scarcity of labor. 

The pressure for rising wages continued to be exerted in 1955 and 
1956. Unemployment declined from 1.8 per cent of the total labor 
force in 1954 to 0.9 per cent in 1956, and job vacancies increased 
from 1.7 per cent to 2.5 per cent of the labor force during the same 


™The rise of about 4 per cent in the average wage index for 1953, compared 
with 1952, was due to the fact that the increases in 1952 were effected in the 
latter half of that year. 
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period. Although wage rates remained stable in 1955, extra fringe 
benefits equivalent to a maximum of 3 per cent of the wage rates 
were granted to the workers. At the same time, the discussions cen- 
tered on the over-all level of wages, i.e., on the question whether wages 
had kept pace with the general increase in national product. The 
Social-Economic Council, to which the problem was referred by the 
Government, could arrive at no decisive conclusion. The Council 
maintained that if the years 1951-54 were taken as the basis for com- 
parison, and if an allowance was made for the already negotiated 
increase in wages and for the expected rise in national income during 
the then current year, wages (including social charges) per worker 
had kept pace with the rise in per capita national income and that, 
therefore, there was no lag in wages. But the workers’ representatives 
insisted on taking as the basis the agreement reached in October 1954, 
which they argued should be regarded as having brought the wage 
level into proper relation with the level of national income in 1954. 
The workers, therefore, insisted that every rise in national income 
since 1954 must lead to a rise in wages and that, accordingly, wages 
lagged behind by 6 per cent. The employers, however, did not agree 
with this contention. 


The Government referred the problem back to the Foundation and, 
after difficult negotiations, an agreement, based on the idea of differ- 
ential wage increases, was reached in March 1956. Pursuant to the 
agreement, the Government sanctioned a retroactive wage bonus 
for 1955 not exceeding 3 per cent of the annual wages paid in that year. 
This payment was to be made entirely out of profits and was not to 
lead to a rise in prices. In addition, an optional maximum increase 
of 6 per cent in wages and various improvements in the conditions of 
employment were permitted in 1956. In this latter authorization, a 
clause was introduced, under which prices might be raised to cover 
the cost of wage increases that did not exceed 3 per cent and could not 
be paid out of a preceding rise in productivity. This led to wage 
increases being confined to 3 per cent in farming and some other 
occupations, together accounting for about 17 per cent of the em- 
ployed persons. But elsewhere a full increase was allowed, so that, 
in fact, the maximum permissive increase of 6 per cent was almost 
uniformly granted. 


The large increases in wages were a symptom of the excessive de- 
mand that characterized the Netherlands in 1956. Household con- 
sumption increased from 64 per cent of national income in 1955 to 
66 per cent in 1956. Net investment rose from 17 per cent to 19 per 
cent of national income between 1955 and 1956. As a result of these 
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and other factors, such as the Suez crisis, there was a serious deteriora- 
tion in the balance of payments. 


1957-60 


The deterioration in the balance of payments in 1956 induced the 
Government to introduce restrictive policies in 1957. The sugar sub- 
sidy was abolished, public utility rates were increased, indirect taxes 
and taxes on corporate profits were stepped up, and public consump- 
tion and investment expenditures reduced. Most of the wage in- 
creases granted during 1957 were of a compensatory character. The 
entrepreneurs were not permitted to offset, by increases in prices, 
the wage increases that were granted as a compensation for increased 
old age insurance premiums and for increased rents. At the same 
time, the voluntary agreements of employers’ associations to cooperate 
with the Government in a price stabilization policy were made more 
strict, and the employers were required not to increase prices without 
prior approval from the Minister of Economic Affairs. 

The restrictive measures introduced in 1957 were partly responsible 
for the sudden emergence of a large amount of unemployment in the 
fourth quarter of 1957. However, in view of the deficit in the bal- 
ance of payments, the restrictive policies were continued and no wage 
increases were granted in 1958. In that year, the upward pressure on 
prices disappeared, and the Netherlands had a surplus in its payments 
balance. In the autumn of 1958, the authorities moved toward relaxa- 
tion of controls in the economy. Under the revised policy, price 
increases in the competitive sectors were to be allowed without prior 
sanction from the Government. 

In 1959, the Government revised its policy with a view to allowing 
employers and employees to work out individual wage increases sub- 
ject to over-all supervisory control by the Government. Under the 
revised policy, wage changes in any sector are guided by (1) the 
productivity principle and (2) the principle of coordination. According 
to the first principle, wage increases in each enterprise or industry 
would be limited by the increases in productivity in that enterprise 
or industry instead of, as between 1954 and 1959, by a global (aver- 
age) increase in productivity. According to the second principle, the 
Government would attempt to maintain proper wage differentials and, 
in particular, to prevent the appearance of unduly large wage differ- 
entials between different industries or occupations. 

Although, under the revised policy, productivity would seem to be 
the guiding principle for wage negotiations between employers and 
labor, the Board of State Conciliators, to which all agreements have 
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to be submitted for approval, may, in order to prevent the emergence 
of undue wage differentials, not allow the full rise in wages in those 
industries where the rise in productivity is unusually large. Similarly, 
in industries where the rise in productivity is unusually low, wage 
increases in excess of productivity increases may be allowed.® 

Insofar as increases in wages equal increases in productivity, the 
price level may be expected to remain stable. In industries where 
wages increase more than productivity, prices are likely to rise. The 
Government expects such increases in prices to be offset by a fall in 
prices in those sectors where the wage increases do not offset the full 
increase in productivity, and thereby to maintain an over-all price 
stability. Theoretically, the Government can enforce such decreases 
in prices under the Price Control Act of 1939 which is still on the 
statute book. Whether such powers will, in practice, be used, or 
whether the Government will rely on competitive forces to ensure a 
price decrease, is difficult to predict, however. 

The course of wage negotiations under the new policy late in 1959 
and in 1960 confirms the foregoing observations. During this period, 
wage increases varying from 4 per cent to 11 per cent were agreed 
upon. The increase amounted to between 4 per cent and 7 per cent 
for about 75 per cent of all employees and between 7 per cent and 
814 per cent for another 15 per cent. In the metal industries, the 
increase in wages amounted to nearly 11 per cent during the same 
period. 

In order to maintain proper wage differentials, the Government 
allowed, in December 1960, a 4 per cent increase in wages in those 
industries where no increases in wages on the basis of increases in 
productivity had taken place since the introduction of the new policy. 
In agriculture, the building industry, and services, the permitted in- 
creases exceeded the increase in productivity. On the other hand, 
the wage increases in the metal industries were not permitted to be 
as high as the increases in productivity. 

Prices were allowed to rise in those industries in which the Govern- 
ment allowed an increase in wages larger than the increase in pro- 
ductivity. However, prices do not seem to have declined in the metal 
industries, where productivity increased more than wages. In 1960, 
the cost of living rose by 3 per cent while labor costs declined by 2 
per cent. 

This experience has led the Government to look for criteria for 
wage increases other than increases in productivity. The Govern- 


_ %The productivity criterion may be especially difficult to apply in service 
industries. 
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ment has accordingly asked the Social-Economic Council for advice 
in this respect. 


An Appraisal 


At the end of World War II, the productive capacity of the 
Netherlands was so much destroyed that it could not even produce 
the minimum requirements of the population. Although the Govern- 
ment, in 1945, fixed real wages at a level at which the workers could 
satisfy only their minimum consumption needs, the total requirements 
of the economy for both consumption and investment purposes ex- 
ceeded its domestic productive capacity. As a result, the Netherlands 
had a payments deficit in the immediate postwar period. The prob- 
lem the country faced, therefore, was twofold: (1) to generate 
enough exports, and (2) to promote enough savings to satisfy its 
investment needs. This made it necessary for the export price level 
to be kept on a basis competitive with other countries and for fur- 
ther increases in consumption to be restrained. 

The Government, uncertain about the future developments of world 
market prices, tried to solve the first problem by keeping down do- 
mestic prices. These prices were fixed at or even below international 
prices, and wages in turn were fixed in relation to domestic prices. 
The stabilization of the domestic price and wage levels was attempted 
through a series of strict and, in the long run, successfully applied 
measures of monetary and budgetary policy. In addition, the Gov- 
ernment made use of rent and price controls, price subsidies, and 
officially sponsored drives for productivity increases. Thus it should 
be clear that wage policy was not the main weapon in the Govern- 
ment’s arsenal, although its contribution toward the reconstruction 
and development of the Netherlands economy was very significant. 

Wage policy in itself contributed toward the recovery and stabiliza- 
tion of the economy in several ways. Since it was accepted by both 
the employers and labor, it helped constantly to smooth out the 
differences between the two and thus avoided losses in production 
through strikes.® In the earlier period after the war, the wage policy, 
by restraining wages and limiting consumption, helped to release 
extra production for investment and export purposes. Finally, on 


®The annual average of working days lost in industrial stoppages during 
1946-59 amounted to about 150,000 in the Netherlands and about 3,000,000 in the 
United Kingdom. Thus, the United Kingdom (with a labor force about six 
times as large as that of the Netherlands) lost about twenty times as many 
working days as the Netherlands through industrial strikes. 
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several occasions, employers were not allowed to offset wage increases 
by raising prices. Employers then necessarily offset these wage in- 
creases out of increases in productivity or existing profits. The wage 
and price policy, therefore, helped to break the wage-price spiral 
which has been a prominent feature of postwar inflation in other 
countries. 

Between 1946 and 1960, hourly earnings in the Netherlands rose 
by 137 per cent, and the cost of living by 74 per cent. The increase 
in real earnings, therefore, was only 37 per cent during the 14-year 
period. The annual changes in hourly earnings and the cost of living 
are shown in Table 1 and Chart 1, along with some other basic data. 


TABLE 1. NETHERLANDS: SomME Basic Data, 1938 aNnp 1946-60! 








(1953 = 100) 
Hourly Earnings Cost of Real Labor Unit Costs 
in Industry Living Earnings? Productivity Costs? of Imports 
a) @) @) (@) (5) @ 
1938 38 38 100 95 40 20 
1946 7 73 96 108 
1947 75 (7) 76 (4) 99 ¢ 73 (12) 103 (-5) 
1948 79 (5) 78 (3) 101 (2) 78 (7) 101 (-2) 82 
1949 83 (6) 99 (-2) &4 (8 98 (-3) 87 6 
1950 88 (7) 91 (10) 97 (-2) ¢ 98 (—) 89 (2 
1951 95 (8) 100 (10) 95 (-2) 91 (1) 104 (6) 112 (26) 
1952 98 3 (—) 98 (3) 3 (2) 105 (1) 111 (-1) 
1953 00 2) 100 (—) 100 (2) 100 (8) 100 (-5) 100 (-10) 
1946-68 43) (87) (4) (64) (-7) cue? 
1954 111 (11) 105 (5) 106 (6) 106 (6) 105 (5) 98 (-2) 
1955 119 (7 107 (2) 111 6 110 is} 108 (3) 99 (1 
1956 128 (8 107 (—) 120 (8 113 3 113 (5) 102 (3) 
1957 145 (13) 119 (11) 122 (2) 115 (2) 126 (12) 1 
1958 150 3 122 (3) 123 (1) 118 (3) 127 (1) 101 (-6) 
1959 152 (1) 123 (1) 124 (1) 127 (8) 121 (-5) 98 (-3) 
19606 166 (9) 127 (3) 131 (6) 140 (10) 119 (-2) 99 (1) 





Sources: The following publications of the Netherlands Central Bureau of Statistics: Zestig Jaren 
Statistiek in Tijdreeksen, 1899-1959; Maandschrift, March 1961; Sociale Maandstatistiek, March 1961; 
and Maandstatistiek van de Industrie, March 1961. 

1 Figures in parentheses indicate annual percentage changes since the preceding year except those 
for 1946-53, which represent percentage changes between 1946 and 1953. 

2 Column 1 divided by column 2. 

3 Column 1 divided by column 4. 

« Data for 1960 are provisional. 





As will be seen, there was an upward trend in both the cost of living 
and money earnings. Real earnings, however, declined between 1948 
and 1951 and regained their 1948 level only in mid-1954. 

The course of real earnings reflects the direction in which the wage 
policy was exercised by the Government. Broadly speaking, until 
1953 the Government sought to prevent a rise in wages in order to 
restrain consumption, in the interests of economic reconstruction and 
of equilibrium in the balance of payments. Wage increases were 
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not allowed to absorb the full increase in productivity until 1953. 
Labor costs, in consequence, fell almost continuously between 1946 
and 1950; they then increased in 1951 and 1952, but declined again 
in 1953 (Table 1 and Chart 1). After 1953, on the other hand, when 


Cuart 1. NETHERLANDS: EARNINGS AND Cost INDICES AND THE 
Export Surpius, 1946-60! 
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the initial objectives of the wage and price policies had been success- 
fully achieved, the consumption aspects of the wage policy were less im- 
portant, and the purpose of the policy was not to restrain wage in- 
creases but to keep them within the limits given by increases in 
productivity. 

Table 2 shows the distribution of national income between con- 
sumption, investment, and the export surplus in the Netherlands since 
1946. The impact of the restrictive wage policy is evident from the 
table. The ratio of household consumption to national income de- 


TaBLE 2. NETHERLANDS: DISTRIBUTION OF NATIONAL INCoME, 1946-60! 








(In billions of guilders) 
Net 
Household Government Investment Net Exports of 

National Consump- Consump- in Fixed Investment Goods and Export 

Income? tion’ tion Assets? in Stocks? Services Surplus*»5 
1946 9.93 8.05 (81) 2.20 (22) 0.41 (4) 0.42 (4) 1.67 (17) -1.15 (-12) 
1947 12.07 10.09 (84) 2.17 (18) 0.76 (6) 0.69 (6) 3.30 (30) -1.65 (-14 
1948 13.54 10.59 (78) 2.11 (16) 1.50 tt} 0.78 (6) 4.60 (34) -1.45 (-11 
1949 15.43 11.58 (75 2.13 (14) 1.69 (11 0.33 (2) 6.08 (39) .31 (-2) 
1950 17.17 12.79 (75 2.38 (14) 1.93 (12) 1.20 (7) 8.28 (47) -1.13 (-7) 
1951 19.51 13.87 (71) 2.86 (15) 1.97 (11) 1.09 (6) 10.90 (55) -0.27 (-1) 
1952 20.34 13.97 (69) 3.13 (15) 1.79 (9) -0.32 (-2) 11.93 (58) 1.76 (9) 
1953 21.84 14.65 (67) 3.41 (16) 2.61 (12) -0.20 (-1) 12.19 (55) 1.36 (6) 
1954 24.56 16.26 (66) 3.88 (16) 3.17 (13) 1.00 (4) 13.39 (54) 0.26 (1) 
1955 27.57 17.71 (64) 4.34 (16) 4.07 (15) 0.65 (2) 15.12 (54) 0.81 (3) 
1956 29.60 19.54 (66) 4.91 (17) 5.14 (17) 0.72 (2) 16.28 (55) -0.71 (3) 
1957 20. 5.28 (16) 5.77 (18) 0.91 (3) 18.03 (56 -0.55 (-2 
1958 32.76 21.22 (65 5.15 (16) 4.71 (14) 0.11 (—) 18.17 (55) 1.57 8) 
1959 35.12 22.11 (63 5.09 (14) 5.54 (16) 0.56 (2) 20.12 (57) 1.82 (5 
1960 38.74 23.97 (62 5.62 (15) 6.79 (18) 1.15 (3) 22.15 (57) 1.21 (3) 





Source: Netherlands Central Bureau of Statistics, Nationale Jaarrekeningen. 

1 Data for 1946 and 1947 are not comparable with those for later years. 

2 At market prices. 

3 Figures in parentheses indicate percentage distribution. z ' 

4 Figures in parentheses represent percentage contribution to national income. 
5 Equals excess or shortage (—) of savings. 


clined gradually from 84 per cent in 1947 to 67 per cent in 1953. 
Until about 1950, a large part of the yearly addition to income was 
diverted to investment, which increased from just over 8 per cent 
in 1946 to 19 per cent in 1950, and to exports. After 1950, invest- 
ment as well as consumption had to be curtailed to restore equilib- 
rium in the balance of payments. Net investment was only 7 per cent 
of national income in 1952 and 11 per cent in 1953. At the same time 
the contribution of exports of goods and services to national income 
increased from 17 per cent in 1946 to 39 per cent in 1949 and to 58 
per cent in 1952. Following the large payments surpluses in 1952 and 
1953, however, the wage policy was made less restrictive, and real 
wages were allowed to rise in relation to increases in national income. 
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The contribution of exports to national income fluctuated around 55 
per cent between 1953 and 1960. The share of household consumption 
in national income was about 65 per cent, and that of net investment 
about 18 per cent. 

In spite of success in controlling wage increases, the Netherlands 
could not avoid price increases. But for such a country, where ex- 
ports and imports are large in relation to national income, the internal 
price level cannot be isolated from changes in international prices. 
If, for example, there is inflation in the world as a whole, the reason- 
able goal for a wage policy in a country like the Netherlands is not 
absolute price stability but a rate of price increase which will enable 
the country to maintain its competitive position in international mar- 
kets. A comparison of the unit value of exports for the Netherlands, 
the United Kingdom, and some other European countries in Table 3 
shows that the Netherlands succeeded in keeping its export prices in 
line with those of its main competitors. 


Taste 3. Inpices or Unit VALUE or Exports 1n DoLiars, 
Se.ecrep CounTRIES AND YEARS 


AEA NP TPE ATE 











(19653 = 100) 

Belgium- United 

Luxembourg Germany Netherlands Sweden Kingdom 
1938 41 — 48 42 er 
1948 108 o* 132 109 wean 
1951 120 98 109 117 99 
1952 119 103 109 115 104 
1954 94 98 $8 98 99 
1955 97 98 100 102 101 
103 101 102 103 105 
1957 106 103 1 1 110 
1958 99 103 101 101 109 
1959 95 100 1 108 





Source: United Nations, Statistical Yearbook, 1960. 


However, the experience with wage policy during the years 1953-57 
has not been encouraging. The investment boom, coupled with large 
foreign demand for the Netherlands’ products, created conditions of 
labor scarcity which encouraged the labor unions to press success- 
fully for large increases in earnings. Since these increases (45 per cent 
between 1953 and 1957) were larger than the increases in produc- 
tivity (15 per cent between 1953 and 1957), labor costs per unit of 
product rose by 26 per cent and prices also tended to rise.’° Since 

10 The entire increase in prices and wages between 1953 and 1957 cannot be 


attributed to conditions of labor scarcity. A part of the increase during this 


period was to compensate for the increase in controlled rents and the ‘abolition 
of consumers’ subsidies. 
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other countries also experienced inflationary price increases during 
this period, the rise in prices in the Netherlands did not reduce the 
relative competitiveness of the Netherlands’ export products. Between 
1953 and 1957, the Netherlands’ exports of manufactures rose by 
35 per cent in volume, compared with a rise of 33 per cent for the 
world as a whole. But since imports increased even more, the balance 
of payments rapidly deteriorated and the Government had to resort 
again to a more restrictive application of its monetary, fiscal, wage, 
and price policies. 

In 1958, a surplus in the balance of payments was again achieved. 
In the second half of that year, the Government relaxed its control 
of prices, permitting price increases in the competitive sectors with- 
out the manufacturers having first to obtain approval from the Gov- 
ernment. In the middle of 1959, this was followed by the introduction 
of a wage policy that permitted labor and employers relatively 
greater freedom to determine wage changes in each industry. So far 
the increases in wages, unlike the increases in the period 1953-57, 
have not exceeded the increases in productivity and the price level 
has remained almost stable. 


WAGE CHANGES, CONSUMPTION, AND WAGE COSTS 


It was remarked earlier that a wage policy is relevant both to the 
control of consumption and to the prevention of wage-push inflation. 
In this section, an attempt is made to see how far wage increases in 
the Netherlands have led to a change in the share of wages in national 
income and, hence, in the average propensity to consume and how 
far they have affected costs and prices since 1948. 

The share of wages and of profits in the national income, the ratio 
of average household consumption to national income, and wage costs 
for the years 1948-60 are shown in Table 4. The wage-control policy 
led to a continuous decline in the share of wages in national income 
between 1948 and 1953. Following the two general wage increases 
in 1954, the wage share increased slightly, but it fell again in 1955. 
During the boom period 1956-57, when large wage increases were 
granted, the wage share reached 49 per cent. The reintroduction of an 
anti-inflationary policy and of wage controls in 1957 led to a fall in 
the share of wages in 1958 and 1959. The movements in the profits 
share were in the opposite direction to those in the wage share. The 
profits-wages ratio increased almost continuously to a peak of 0.87 in 
1955; it declined thereafter to 0.74 in 1957. The wage-restraint policy 
brought this ratio up to 0.83 in 1959. In 1960, this ratio may have 
increased further, since prices increased while labor costs declined. 











374 INTERNATIONAL MONETARY FUND STAFF PAPERS 


The movements in consumption have broadly followed the move- 
ments in the wage share in national income. Household consumption 
as a percentage of national income declined until 1955. In 1956, 
following the two general wage increases, consumption increased to 
66 per cent of national income. The decline in the wage share after 
1957 resulted in a decrease in the consumption ratio to 63 per cent of 
national income in 1959 and 62 per cent in 1960. 


TaBLE 4. NETHERLANDS: Hourty EARNINGS, PRoFIT AND WAGE SHARES, 
CoNSUMPTION, AND LazBor Costs, 1948-60 








Average 
Household 
Index of Percentage Percentage Consumption 
Hourly Share o! Share o! as Percent- 
Earnings in Wages in Profits in Ratio of age of Index of 
Industry National National Profits to National Labor Costs 
(1968 = 100) Income Income Wages Income (1953 = 100) 

1948 79 51.8 36.5 0.71 78 101 
1949 82 48.5 38.8 0.80 7 98 
1950 88 48.3 38.7 0.80 75 98 
1951 95 48.0 39.2 0.82 71 104 
1952 98 47.3 37.2 0.79 69 105 
1953 100 46.7 39.4 0.84 67 100 
1954 111 47.0 40.1 0.85 105 
1955 119 46.5 40.4 0.87 108 
1956 128 48.1 37.9 0.79 66 113 
1957 145 49.3 36.7 0.74 64 126 
1958 150 48.8 38.3 0.79 65 127 
1959 152 47.6 39.3 0.83 63 121 
1 166 arate waved 62 119 





Source: Netherlands Central Bureau of Statistics, Statistische en Econometrische Onderzoekingen. 


The effect of wage changes on labor costs is less clear. This is partly 
because labor costs are affected by changes not only in wages but 
also in productivity. Thus, although the share of wages in national 
income declined between 1949 and 1951, labor costs rose. The rise 
in labor costs was influenced more by the small average increase in 
productivity compared with other years. On the other hand, the 
influence of wage changes on costs was clearly marked in 1956 and 
1957, when the rise in wages affected not so much the volume of con- 
sumption as labor costs. One would expect that, with consumption 
stable at about 65 per cent of national income, the cost aspect rather 
than the demand aspect of wage changes would be more dominant in 
the Netherlands in the future. 


WAGE CONTROLS AND LABOR SCARCITY 


It is of interest to see to what extent, at different times, wage con- 
trol in the Netherlands has kept the price of labor artificially low, 
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thus giving rise to a shortage of labor and a distribution of income 
favoring profits relative to wages. 

Movements in the above two indicators of underpricing of labor, 
however, do not always agree. In particular, from 1948 to 1951, when 
the ratio of profits to wages increased from 0.71 to 0.82 (Table 4), 
the net supply of labor, as measured by unemployment less job va- 
cancies, appears to have increased (Table 5). This discrepancy may 


TasBLE 5. NETHERLANDS: Net Suppiy or Lazor, 1948-60 





Unemployment as Job Vacancies 





Percentage of as Percentage Net Supply of 
Total Labor Force of Total Labor Force orl 
(1) (2) (Col. 1 minus Col. 2) 

1948 1.14 1.65 -0.51 
1949 1.63 1.09 0.54 
1950 2.04 0.92 1.12 
1951 2.35 0.76 1.59 
1952 3.44 0.55 2.89 
1953 2.51 1.01 1.50 
1954 1.78 1.69 0.09 
1955 1.26 2.14 -0.88 
1956 0.93 2.52 -1.59 
1957 1.20 2.06 -0.86 
1958 2.40 1.05 1.35 
1959 1.78 1.42 0.36 
19602 1.15 2.20 1.05 





Sources: Netherlands Bank, Annual Reports: 


ports. 
1 The index is relied upon only to show the trend and not the absolute relationship between supply 
and demand. 


2 Data for 1960 are estimates. 


be explained in various ways. There are indications that the increase 
of the profits-wages ratio may have been due in part not to increased 
pressure of demand but rather to an increase in profits margins result- 
ing from a less stringent application of price control; product prices 
were not forced down as costs fell on account of increased productiv- 
ity. On the other hand, the net supply of labor, as an index of over-all 
labor scarcity, was vitiated by the emergence of local and structural 
unemployment caused by such factors as the decline in the demand 
for the products of those industries which had benefited in the immedi- 
ate postwar period from a general shortage of goods, the repatriation 
of more than 60,000 troops from Indonesia in 1950, etc. The prevail- 
ing housing shortage in all parts of the country during the period 
created obstacles in the way of labor mobility which delayed the 
absorption of such local pockets of unemployment. Until 1951, there- 
fore, it is difficult to rely on any over-all indicator of labor scarcity 
in the Netherlands. Thereafter, both of our indicators would seem to 
show an increase in the underpricing of labor in 1952, a decline from 
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1952 through 1955, and an increase again in 1957, following the appli- 
cation of anti-inflationary measures taken that year. In 1959 and 1960, 
there was an increased scarcity of labor as the ratio of profits to wages 
increased. 


WAGE DIFFERENTIALS AND WAGE DRIFTS 


An important function of wage policy is to coordinate the wage 
levels of different industries, as well as the wage levels of different 
types of labor. In general, in order to promote the most economical 
use of manpower, relative wage changes should reflect the relative 
scarcity of the different categories of labor—wages increasing faster 
in those industries and occupations where demand for labor is higher 
in relation to the supply. 

‘In the Netherlands, until the introduction of the differential wage 
policy in 1959, most of the increases in labor’s earnings were granted 
through awards that were uniform for all categories of workers and 
branches of industry. However, labor in some occupations and indus- 
tries also obtained special wage increases as a result of changes in 
collective agreements in these industries, the introduction or expansion 
of systems of piece-rate payment, changes in methods of job evalua- 
tion,’ and changes in the amount of nightwork performed. 

The magnitude of these special wage increases in comparison with 
total increases in labor’s earnings in the Netherlands is shown in 
Table 6. Most of these special increases were granted by the Board 


TABLE 6. NETHERLANDS: ANNUAL PERCENTAGE INCREASES OF WAGE 
EARNINGS IN ENTERPRISES, 1950-58 





1950 1951 1952 1953 1954 1955 1956 1957 1958 





Total increases 6.7 10.0 5.0 3.9 8.7 8.0 7.4 9.3 3.0 
Of which: 
Special increases 0.1 2.3 3.2 2.9 2.1 3.6 0.4 4.4 1.8 





Source: Netherlands Central Planning Bureau, Centraal Economisch Plan 1969. 


of State Conciliators only when justified as being conducive to in- 
creases in productivity, or as leading to a better coordination in the 
interindustry wage levels. Since, however, employers and employees 
occasionally contrive to convert illegal black wages into officially 


11 Under this method, each job is graded according to the number of job 
evaluation points applicable to the particular kind of work. A standard money 
value per point is fixed by the Board of State Conciliators for each of the five 
groups of townships, based on regional price differentials for consumer goods. 
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accepted wage increases, and since it is difficult for the Board to test 
accurately the proposed wage increases vis-a-vis the productivity 
increases, there is reason to believe that wage rates have, to some 
extent, been successfully pushed beyond the Government’s intentions. 

It is difficult to analyze the influence of the above factors on wage 
changes in each industry. However, over-all changes in earnings in 
different industries seem to have been related to relative labor scar- 
city. Average annual percentage changes in earnings of labor, and 
average annual unemployment as a percentage of employed labor, 
in various industries are given in Table 7. 


TaBLE 7. NETHERLANDS: AVERAGE ANNUAL UNEMPLOYMENT AND CHANGE 
In Hourty Earninos, 1948-53 anp 1953-58 











1948-53 1953-58 
Percentage Percentage 
change in change in 
Industry Unemployment! earnings Unemployment! earnings 

Potteries, bricks, etc. 1.6 5.3 0.2 7.6 
Printing 0.9 4.1 0.5 10.4 
Chemicals 0.5 5.0 0.3 10.8 
Woodwork 3.1 3.9 1.6 10.0 
Clothing 27 2.8 1.7 8.6 
Leather and rubber 2.0 3.9 1.0 8.9 
Metal manufacture 2.4 4.5 1.6 8.9 
Paper 1.2 5.3 0.6 11.2 
Textiles 0.8 5.3 0.5 9.2 
Food 2.1 5.0 0.8 10.2 
Average 1.7 4.2 1.0 9.6 





Source: Netherlands Central Bureau of Statistics, Maandschrift. 
1 Average annual unemployment as a percentage of employed labor. 


It will be seen from the table that, in the period 1948-53, industries 
like chemicals, paper, and textiles, which had less than average un- 
employment, were also those in which labor obtained a more than 
average increase in earnings. During the same period, woodwork and 
clothing, which had more than average unemployment, were indus- 
tries in which the rise in labor’s earnings was less than average. The 
rise was the least in the clothing industry, which showed the second 
largest increase in unemployment during the period. In the period 
1953-58 also, changes in earnings were once again inversely related 
to unemployment. In the printing, chemicals, paper, and food indus- 
tries, which experienced greater than average labor scarcity, labor 
obtained a greater than average wage increase. In industries such 
as clothing and metal manufacture, on the other hand, higher than 
average unemployment was accompanied by lower than average 
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wage increases. Under the wage policy introduced in 1959, the dis- 
persion in the rates of changes in wages in different industries has 
probably increased further. 

The gradual extension of job-evaluation criteria in the postwar 
period might have been expected to lead to a modification of tie initial 
wage differentials between workers of different degrees of skill. In 
Table 8 are shown indices of the average weekly earnings of adult 


TasBLE 8. NETHERLANDS: INDICES oF AVERAGE WEEKLY EARNINGS 
or ApuLT MALE WorkKERs IN INDusTRY, 1948-59 








(1947 = 100) 
Skilled Semiskilled Unskilled 

1948 106 106 106 
1949 107 107 1 
1950 117 118 118 
1951 126 125 125 
1952 129 130 130 
1953 132 1 1 

156 154 1 
1955 161 160 161 
1956 172 173 173 
1957 192 192 1 

192 193 193 
1959 199 200 





Source: Netherlands Central Bureau of Statistics, Statistisch Bulletin. 


male workers, classified according to their skill. The table reveals 
no change in the wage structure as initially fixed by the Government 
immediately after the liberation. The elaborate wage differential 
techniques have made little or no imprint on the actual wage struc- 
ture as between broad categories of labor. 


CoNCLUSION 


The system of governmental wage controls in the Netherlands was 
initiated in the postwar period within the general framework of direct 
controls by the Government over various sectors of the economy. 
As the country returned to more normal conditions, these controls 
were gradually abolished. In wage policy also, the Government has 
recently aimed at giving greater freedom to employers and employees 
to work out individual wage increases, subject to over-all supervisory 
control by the Government. 

This revised policy will perhaps induce some changes in the wage- 
fixing machinery. In 1954, the Foundation of Labor, as well as the 
Social-Economic Council, recommending a greater freedom for labor 
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and employers in fixing wages, suggested a greater delegation of 
powers by the Government to a tripartite national wage council, 
which, subject to general supervision by the Government, should take 
decisions regarding the general level of wages. This would presum- 
ably mean winding up the Board of Conciliators and replacing govern- 
mental control of wages by centralized bargaining. No action on 
these lines has been taken so far. The crisis of 1956-57, during which 
the Government had to assert its influence on wage bargaining, may 
possibly induce the Government to leave the present machinery un- 


changed, to be used in such emergencies. 


It is more likely that, in the near future, concern may be with 
the criteria determining increases in wages, rather than with the 
machinery of wage control. As pointed out above, the Government 
has asked the Social-Economic Council whether it is desirable to 
supplement the principle of productivity with any additional criteria 
for determining wage changes. 

In spite of the modifications that may be introduced, neither the 
Government nor the employees nor the employers wish to see the 
system of wage controls come to an end, which in itself may be a 
proof of its importance. 











The Cycle in Japan’s Balance of Payments, 
1955-58 


P. R. Narvekar * 


N TWO OCCASIONS during the decade of the 1950’s Japan was 
faced with a conflict between continuing economic expansion 
and the maintenance of equilibrium in the balance of payments. The 
economy has expanded rapidly since 1950. During the period 1950-58, 
the average annual rate of increase in output was over 8 per cent. 
However, in 1954 the increase slowed down to less than half that 
rate, and in 1958 to about one fourth, primarily because of meas- 
ures taken by the authorities to restrain the tempo of domestic ex- 
pansion. In both years, these measures were necessitated by serious 
external payments difficulties. In 1953, Japan had an over-all balance 
of payments deficit? of $256 million, in contrast to an average annual 
surplus of about $300 million in 1951 and 1952. A surplus of $207 
million in 1955 was more than halved in 1956, and in 1957 there was 
a deficit of $526 million (Table 1). 

To cope with the payments difficulties, the Japanese authorities 
adopted disinflationary financial programs. Helped also by other 
factors, the payments situation responded with remarkable prompt- 
ness, both in 1954-55 and in 1958. An analysis of the improvement 
in Japan’s payments position in 1954-55 was presented in Staff Papers, 
Vol. VI (1957-58), pages 143-69. In the present paper, the experience 
of subsequent years is reviewed, attention being focused on the mutual 
interactions between domestic economic fluctuations, budgetary and 


credit policies, and swings in the balance of payments. Important | 


similarities and differences between the two episodes are indicated. 
The causes of the payments difficulties in 1957 are studied in 
Section I. The payments position began to deteriorate in 1956, 


when the surplus of the previous year was reduced, but it was only in | 


early 1957 that a sharp draft on reserves occurred. In the spring of 
that year, the authorities took a series of measures to check the 
domestic economic expansion and to improve the balance of payments. 
These measures are outlined in Section II; the subsequent adjustments 


* Mr. Narvekar, Assistant Chief of the Far Eastern Division, is a graduate 
of Bombay University and of Columbia University. 

1 Balance on goods and services, donations, and capital movements other than 
changes in reserves and related items; see footnote 5 to Table 1. 
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TABLE 1. JAPAN: SUMMARY OF INTERNATIONAL TRANSACTIONS, 1953-58! 
(In millions of U.S. dollars) 





1953 1954 1955 1956 1957 1958 





1. Exports of tenets and services? 








Exports 1,260 1,614 2,008 2,482 2,854 2,872 
Special aan receipts 803 602 505 498 449 “404 
Other services* 129 156 207 324 416 388 
Total 2,192 2,372 2,720 3,304 3,719 3,664 
2. Imports of Lorre and services 
Imports f.o.b. -2,050 -2,040 -2,061 -2,613 -3,256 -2,501 
Transportation and insurance —265 -276 -295 -538 -796 438 
Other services -104 -136 -159 -212 -257 —264 
Total -2,419 -2,452 -2,515 -3,363 -4,309 -3,203 
3. Net balance on goods and services 
(1 plus 2) -227 -80 205 -59 -590 461 
4, Other international transactions5 -29 124 2 141 64 -159 
5. Over-all surplus or deficit (—) 
(3 plus 4) —256 Ad 207 82 -526 302 





1 Based on data reported to the International Monetary Fund by the Japanese Ministry of Finance. 
No sign indicates credit; minus sign indicates debit. 

2 Excludes the share borne by Japan of the expenses of U.S. forces in Japan; see footnote 3 to Table 5. 

3 Includes exports of nonmonetary gold. 

‘ Includes transportation and insurance. 

5] (a) donati (b) capital (other than changes in short-term assets of central official institu- 

tions, net changes in bilateral clearing account balances, changes in the net IMF position, and move- 
ments of monetary gold), and (c) net errors and omissions. 








in the domestic economy which yielded the external payments surplus 
in 1958 are analyzed in Section III. An attempt is made to disen- 
tangle the role of financial policy measures in bringing about the 
improvement in the payments position from that of other factors 
operating at home and abroad. 

The 1953 payments difficulties were dramatized by the fact that 
they were in the form of a sterling crisis. Sterling assets having been 
reduced to critically low levels, Japan entered into dollar-sterling 
swap transactions with London banks and also purchased sterling 
from the International Monetary Fund. In its incipient stages, the 
most recent payments problem also took the form of a sterling short- 
age. The elimination of the over-all payments surplus in the course 
of 1956 reflected largely a deterioration in the sterling payments posi- 
tion. Almost three fourths of total sterling assets were used during 
the year and, by December, the remaining balances were not much 
more than the amount required as working balances; also, Japan 
made increased use of facilities for import usance bills and entered 
into swap arrangements with London banks, buying sterling for 
dollars and undertaking to resell it, after a specified period, for dol- 
lars. However, as the payments difficulties became intensified in 1957, 
they enveloped the whole range of Japanese payments. Indeed, in 
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1956-57, just as in 1953, Japan’s payments problem was not confined 
to payments in a single currency. It showed up specifically as a 
sterling problem because Japanese commercial policy aimed at shift- 
ing import sources to sterling and other soft currency areas, and 
at emphasizing exports to the dollar area—a policy considered neces. 
sary because of the weakness of Japan’s trading position vis-a-vis 
the dollar area,? together with the inconvertibility of other major 
currencies into dollars. Furthermore, the increased transferability of 
sterling enabled Japan to use that currency to multilateralize its pay- 
ments arrangements in the non-dollar area, and its net sterling 
payments to non-sterling countries increased considerably in 1956. 
This particular symptom of the payments problem—the sterling short- 
age—will not, therefore, be further considered in this paper. 


I. The Domestic Boom and the Deterioration 
of the Payments Position 


DETERIORATION OF PAYMENTS POSITION 


Japan’s payments deficit of $526 million in 1957 meant a net 
adverse swing of $733 million from the position in 1955. As in 1983, 
the deterioration was largely the result of a sharp increase in im- 
ports and the accompanying increase in net payments for transporta- 
tion and insurance. The import purchasing power derived from 
exports® increased by 22 per cent in 1956 and 7 per cent in 1957, 
reflecting principally an increase in export volume; the terms of trade 
shifted favorably in 1956 and adversely in 1957, but these move- 
ments were relatively small. However, the volume of imports in- 
creased by much more than did the purchasing power of exports- 





by 27 per cent in 1956 and 25 per cent in 1957. The deficit on account 
of merchandise trade and transportation and insurance widened from 
$212 million in 1955 to $447 million in 1956, and further to $921 mil- 
lion in 1957. 


2 A weakness arising, in part, out of the reliance since World War II on that 


area for raw materials and food supplies. The “dollar problem” was, however, | 


veiled by special government receipts, which are almost entirely in US. dollars, 
and Japan, therefore, enjoyed fairly substantial dollar surpluses in most postwar 


years. 

3 Defined as the product of the export volume index and the terms of trade 
index; see Table 4. 

* The price indices used in the computation of the terms of trade are derived 
from customs returns, and the import price index is based on cif. values. The 
deterioration of the terms of trade in 1957 reflects to some extent the increase 
in — — after the Suez crisis. A Laspeyres index of f.o.b. import prices is 
not available 
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The increase in imports can be ascribed entirely to rapid domestic 
economic expansion. Because Japan is short of natural resources, 
an expansion of its economy depends almost entirely on a liberal 
importation of raw materials. To make possible the expansion that 
occurred from 1955 to the middle of 1957, the authorities pursued a 
policy of providing adequate foreign exchange for imports. Com- 
modity-wise, the increase in imports was quite general. However, 
since the increase in industrial activity centered around heavy indus- 
tries, imports of iron and steel scrap and metal ores increased par- 
ticularly sharply; together with mineral fuels, they accounted for 
half the total increase. Imports of certain finished and semifinished 
manufactures, normally of small relative importance, were increased 
sharply to break certain sectoral bottlenecks. Only rice imports were 
substantially reduced as two successive large crops were harvested at 
home in 1955 and 1956. On the whole, the substitution of cheaper 
imports for domestically produced goods played little part in the 
import expansion; the expansion was, rather, in commodities which 
Japan did not produce at all or of which the domestic supply in the 
short run was highly inelastic. 


The deterioration in the payments position occurred despite a large 
increase in exports in both 1956 and 1957. This was in contrast to 
the situation in 1953, when a marked decrease in export prices had 
resulted in a fall in the value of exports. The 1956-57 export expan- 
sion was spearheaded by textiles, ships, and machinery. Japan 
emerged in 1956 as the world’s leading shipbuilder, a flood of foreign 
orders having been attracted by the early delivery dates offered by 
Japanese shipbuilders. Only exports of metals and metal products 
declined in 1956-57, largely because of the pull of domestic demand; 
machinery of some types was also diverted from the export to the 
domestic sector. Despite this, the “hardware ratio”—the proportion 
of machinery and transport equipment, metals, and metal products— 
in Japanese exports, which had been increasing in previous years, 
increased further in 1956 and 1957 to a figure (33 per cent) 
comparable with the ratio (35 per cent) for textiles, Japan’s 
traditional export item. 


Special government receipts declined in both 1956 and 1957, but 
this was not an important factor in the deterioration of the total 
payments position. These receipts accrue principally as reimburse- 
ments for the cost of supporting UN forces for Korea stationed in 
Japan, from sales to the UN forces under the special procurement 
program, and from U.S. expenditures for the maintenance of its forces 
in Japan since the Peace Treaty. Despite large deficits in the rest 
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of the current account, these special receipts have, since 1951, either 
made possible an increase in reserves or mitigated a decline in them. 
The deterioration in Japan’s over-all balance of payments position 
in 1953 was especially conspicuous because in that year these receipts 
were at a peak of $803 million; the subsequent improvement in the 
payments position during 1954-55 occurred despite a fall of almost 
$300 million in these receipts. They continued to decline in 1956-58 
but at a slower rate. 


COURSE OF DEMAND EXPANSION 


An export expansion provided the initial impetus to the 1955-57 
boom. The disinflationary measures adopted in late 1953 and early 
1954 to help to tackle the external payments difficulties reduced 
the tempo of economic expansion in 1954. The restraint on domestic 
demand enabled the export sector to attract resources that had 
become newly available as a result of gains in productivity and exten- 
sions in productive capacity resulting from earlier investments. The 
process of channeling resources into the export sector was facilitated 
by a rising world demand. Exports of goods and services increased 
markedly in 1954, despite a sharp fall in special procurement receipts. 
Nevertheless, there was some increase in unemployment at home, and 
excess capacity emerged in manufacturing industry. 

The 1954 increase in exports, and expectations of a continuation 
of that trend, sparked the rise in industrial production that began 
about September 1954 after a half year of stagnation. In 1955 the 
export expansion continued unabated. As economic activity expanded, 
investment in private equipment was stimulated, but only with a 


time lag because of the existence of surplus industrial capacity. | 


While such investment outlays increased during 1955, for the year 
as a whole they were somewhat less than in 1954 (Table 2). Manu- 
facturing and mining production increased by about 9 per cent; indus- 
trial employment and wage earnings also increased. Partly because 
of favorable weather conditions, agricultural output in 1955 was 
21 per cent larger than in the previous year. These factors, together 
with some tax concessions, brought about substantial increases in 
personal disposable income and personal consumption expenditures. 

The demand expansion was accelerated in 1956. If the “gross ex- 
pansionary impulse” is defined crudely as the sum of changes in 


values (at current prices) of investment expenditures and exports, | 


these being considered the active demand factors, its magnitude in- 
creased from ¥ 426 billion in 1955 to ¥ 713 billion in 1956. In fact, 
these figures understate the degree of acceleration of the demand 
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expansion in 1956, because the expansionary impulse in 1955 con- 
sisted of an increase in inventory investment which, however, seems 
to have been chiefly an unintended accumulation of foodgrain stocks 
by agriculturists and the Government from the bumper crops of that 
year; as such, it cannot be considered an active demand factor. If 
the figures are adjusted for this, a significant change in the pattern 
of demand expansion in 1956 becomes apparent. Whereas in the 
previous two years exports provided the principal impetus to expan- 
sion, in 1956, as the expansionary impulse permeated the domestic 
economy more thoroughly, private fixed capital investment played 
the leading role, increasing by some 60 per cent, in contrast to a 
decline in 1955. Industrial activity was sharply spurred, the increase 
in production during the year being about two and a half times as 
much as in 1955. The concomitant increase in industrial wage earn- 
ings and personal disposable income brought about a further increase 
in consumption expenditures. 

The first half of 1957 was the final stage of the boom. The demand 
expansion accelerated further. The rate of growth of exports slowed 
down considerably, and their importance as an expansionary factor 
diminished. However, in addition to another sharp increase in private 
fixed capital investment, the rate of private inventory accumulation 
doubled in the first half of 1957. The external payments position 
deteriorated and, as a rapid drain on exchange reserves set in, the 
authorities moved in May to check the demand expansion. 


FACTORS IN THE DEMAND EXPANSION 
Exports 


Clearly, the increase in exports of goods and services played a 
crucial role in the aggregate demand expansion. Chronologically, it 
initiated the expansion, and thereafter continued to be important at 
least through 1956. Furthermore, by directly supporting the external 
payments position, it held in abeyance the operation of the most im- 
portant constraint on domestic demand expansion; as long as the 
external payments position was comfortable, the financial authorities 
apparently did not consider it imperative to check the expansion of 
demand. 

The large and continued export expansion occurred despite a fall 
in exports of services reflecting reduced special procurement receipts. 
Commodity exports increased by about 120 per cent during the period 
1954-57. It is true that Japan benefited from the expansion of world 
trade in this period, but its exports increased far more than did world 
exports. 
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Fized investment 


Fixed capital investment expenditures almost doubled between 
1955 and the first half of 1957. In the latter period, they were at the 
extraordinarily high level of about a quarter of the total resources 
available. The increase was largely in private investment; public 
investment increased only moderately. The inducement to invest has 
always been high in Japan because of population growth and the 
need for technological improvements to maintain or better the coun- 
try’s position in world markets. During the boom, rising export and 
consumption demand encouraged entrepreneurs to undertake the 
renovation and enlargement of plant and machinery. 


Inventory accumulation 


As the boom advanced, shortages and price increases engendered 
expectations of further shortages and price increases, and, in the 
final stages of the boom, there were also fears of a possible intensifi- 
cation of restrictions on imports. Almost 40 per cent of the increase 
in expenditures on gross national product and imports in the first 
half of 1957 was provided by private inventory investment; and this 
category of demand represented about 10 per cent of total resources 
available in this period. Underlying these high percentages is, of 
course, the fact that inventory investment has always been relatively 
high in Japan in the postwar years, reflecting the persistently high 
rate of expansion of aggregate demand, the predominance of a number 
of small-scale producers in the economy, and the heavy dependence 
on imports. 


Consumption 


The increase in personal consumption expenditures was obviously 
related to the increase in personal disposable income resulting from 
the rising industrial output, employment, and wages, and also to 
the sustained high levels of farm output and income. In this sense, 
consumption expenditures may be considered a passive demand factor 
during the boom. Also, the increase in them was much slower than 
that in total expenditures. On the other hand, the continued, though 
moderate, increase in consumption did play an important role in 
stimulating investment. Available evidence suggests that about half 
the total equipment investment during the boom was intended to 
meet the rise in private consumption demand.° 


5 Economic Planning Agency, Economic Survey of Japan, 1957-1958 (Tokyo, 
1958), p. 30. 
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DoMESTIC EXPANSION AND MONETARY STABILITY 


In its initial stages, the demand and output expansion occurred 
under generally stable economic conditions. But as the expansion 
progressed, the economy was increasingly stretched, and during 1956 
the expansion clearly assumed the aspects of an inflationary boom. 
An estimate of the extent to which the expansion in total demand 
(the sum of consumption, investment, and exports) in 1955, 1956, 
and the first half of 1957 was met by increased output, larger imports, 
or higher prices is provided by the data in Table 2. 

In 1955, the expansion of output in real terms was about the same 
as demand expansion, and prices were, in fact, lower than in the 
previous year. Imports also increased but much less than did exports, 
and the external balance continued in surplus. 

The position was different in 1956 and the first half of 1957. The 
demand expansion was much larger than in 1955, but domestic output 
did not increase at all commensurately; only about 45 per cent of 
the demand expansion in 1956 and 40 per cent of that in the first 
half of 1957 were met by higher output. The excess demand not only 
generated price increases at home but also spilled over into large 
increases in imports. As these exceeded the increases in exports, the 
external surplus contracted in 1956 and changed into a large deficit in 
the first half of 1957. 

The elasticity of domestic supplies in 1955 reflected the fact that 
the new plant capacity which had come into existence as a result of 
the 1952-53 investment boom was not yet being fully operated. 
Inventories of raw materials, although drawn down in 1954, were 
adequate at the outset of the year, and no large increase in imports 
was necessary. Industrial employment did not increase pari passu 
with production, and the increase in wages was moderate. The money 
market was easy throughout 1955, chiefly because of the external 
payments surplus and the large net cash disbursements accompanying 
official purchases from the bumper food crops. Although the claims 
of the banking system on the private sector increased by 12 per cent 
during the year, there was a sharp reduction in commercial bank 
indebtedness to the Bank of Japan. The monetary ease induced a 
gentle downward drift in interest rates, which was encouraged by 
the authorities. 

With the acceleration of economic expansion in 1956 and the first 
half of 1957, strains on resources became increasingly evident. Bottle- 
necks were encountered in three sectors of fundamental importance in 
the industrial process: steel, electric power, and transportation facil- 
ities. A sharp increase in the demand for steel from shipbuilders and 
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machinery manufacturers was superimposed on a world-wide shortage 
of steel-making materials. The strain on the transportation system 
was concentrated on the railroads, which carry more than half the 
inland freight burden. The volume of goods accumulated at railway 
stations and awaiting movement increased substantially. Order books 
lengthened, especially in the machinery industry. Shortages of labor, 
in the aggregate, are unimportant in an economy like the Japanese, 
which has considerable disguised unemployment, but there was a 
shortage of some categories of skilled workers. Increasing demand 
was also evident in an increase in the ratio of new job offers to new 
applicants, a lengthening of hours of work, and a much larger in- 
crease in wages than in earlier years. In 1956, wholesale prices 
increased by 9 per cent and the cost of living by 3 per cent. In the 
first half of 1957, there was no further increase in wholesale prices, 
but the cost of living rose by another 3 per cent. 

As the year 1956 progressed, the easy tone of the money market 
also changed gradually and a marked stringency developed. While 
the demand for funds increased, the supply increased much less as 
the external payments surplus was eliminated and government cash 
transactions resulted in an absorption of funds. Commercial bank 
indebtedness to the Bank of Japan, which had been largely wiped out 
in the 18 months or so before April 1956, increased from ¥ 19 billion 
at that date to ¥ 256 billion a year later. Call money rates increased 
sharply from May 1956. However, the average of rates on all com- 
mercial bank lending continucd to decline until the end of the year, 
partly because of the pressure of interbank competition for lending. 


DoMEsTIC EXPANSION, EXPORTS, AND IMPORTS 


What was the effect of the boom on the competitiveness of Japanese 
exports? Exports of manufactured goods® increased by 25 per cent in 
both 1955 and 1956, although the two years differed markedly in the 
degree of monetary stability attending the expansion of domestic de- 
mand. It must be remembered, of course, that Japan was not alone 
in experiencing boom conditions in 1956. Competitiveness is obviously 
a relative matter; while the unit value of Japanese exports in 1956 
was 4 per cent higher than in the previous year, the unit value of 


® The discussion is confined to exports of manufactured goods because the 
analysis in the following paragraph can, in Japan’s case, be most meaningfully 
carried out for these goods, which constitute about 85 per cent of Japan’s 
total exports and which represent an important part of total world trade in 
manufactures. 
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exports of its main competitors’ also increased by the same percent- 
age, so that Japan’s relative position with regard to price competi- 
tiveness remained unchanged. Order books lengthened in Japan, but 
so did they in the competitor countries. For the United Kingdom, 
it has been suggested that the lengthening of order books was a more 
important feature of the boom than increases in either the price level 
or the level of economic activity. Nevertheless, it would appear that 
any gain in competitiveness made by Japan during 1956 could not 
have been large. 

A statistical analysis of Japan’s export expansion, undertaken to 
eliminate the portion attributable to the growth of world trade and 
to the commodity and market pattern of this growth,® indicates that 
39 per cent of the increase in exports of manufactured goods in 1956 
was due to increased competitiveness; while this proportion was less 
than the 61 per cent in 1955, it was nevertheless substantial, especially 
since the export expansion in 1956 was, in percentage terms, as large 
as in 1955, and in absolute terms even larger. These figures, therefore, 
suggest that the competitiveness of Japan’s exports increased sub- 
stantially in 1956. However, the figure for 1956 is exaggerated by 
large exports of ships in that year, for which orders were placed 12 or 
18 months earlier; they were thus based on the competitiveness of 
Japanese export terms at that time rather than in 1956. For exports 
of manufactures other than machinery and transport equipment,?° 
the entire increase in 1956 was attributable to the expansion of world 
trade and the pattern of this expansion; whereas 62 per cent of the 
expansion of these exports in 1955 was attributable to their increased 
competitiveness, the proportion in 1956 was a small negative magni- 
tude, reflecting some deterioration in their competitive position. This 
change, rather than the much smaller change from 61 per cent to 
39 per cent for total exports of manufactures, is therefore a better 
indicator of the effect of the domestic boom on the competitiveness 
of Japan’s exports. 

The increase in imports during the boom was much larger than the 
increase in domestic expenditures; imports as a proportion of ex- 


7 See an index of the unit value of exports of manufactured goods from the 12 
leading exporters published in the United Nations, Monthly Bulletin of Sta- 
tistics. The 12 countries are Belgium-Luxembourg, Canada, rance, the Federal 
Republic of Germany, India, Italy, Japan, the Netherlands, Sweden, Switzerland, 
the ery Kingdom, and the United States. 

. Harrod, “The British Boom, 1954-55,” The Economic Journal, 
Vol Rxvi (1956), pp. 1-16. 

® For details of this analysis, see Staff Papers, Vol. VIII (1960-61), p 

1° Chemicals, which contributed only a small fraction of the aa export 
expansion, are ‘excluded. 
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penditures increased from 12.1 per cent in 1954 to 13.4 per cent in 
1956 and to 16.4 per cent in the first half of 1957. Such a dispropor- 
tionate increase during a given period implies either that the increase 
in domestic expenditures was particularly large in categories of 
expenditure with a high average import content in the base year, or 
that the average import content of some or all of the categories of 
expenditure increased during the period. An interindustry analysis 
of the Japanese economy for the base year (1954) shows the average 
import content of private consumption, of gross fixed investment, and 
of inventory investment to have been about the same. The increase 
in imports thus seems to have been due to the second cause suggested 
above. In a country like Japan with limited natural resources, it is 
to be expected that the marginal import content of domestic expendi- 
tures would be higher than the average. This would be particularly 
true of inventory investment, especially in the vicinity, on either 
side, of boom-time peaks of such investment. The increase in imports 
that occurred in the first half of 1957 was particularly sharp because 
of the large inventory investment that occurred during that period. 
Moreover, the tendency was aggravated by fears of an intensification 
of import restrictions. 


FINANCIAL POLICIES DURING THE BOOM 


As the money market eased in 1955, the Bank of Japan tried to 
secure repayment of its earlier loans to commercial banks. The repay- 
ment progressed satisfactorily ; nevertheless, the increase in the liquid- 
ity of the banking system was sufficient to permit a substantial 
expansion in bank credit. In March 1955, the authorities urged 
commercial banks to reduce interest rates on their loans, and in the 
following months several specialized financial institutions, official and 
semiofficial, did so. The authorities stated that their encouragement 
of a downward movement in interest rates was not intended to en- 
courage credit expansion. Rather, they had taken advantage of what 
they considered a relatively safe cyclical position to pursue the long- 
term official policy of bringing the level of Japanese interest rates 
closer to those in other industrial countries. The higher Japanese 
rates were considered unfavorable elements in the cost structure of 
Japanese industry, reacting unfavorably on its international com- 
petitive position. 

In August 1955, the Bank raised its basic rate from 5.8 per cent 
to 7.3 per cent.1! However, this change was a technical adjustment 

11 That is, from 1.6 to 2.0 sen per hundred yen a day. Interest rates are quoted 


in Japan in terms of sen (one hundredth of a yen) a day; they are given in 
this paper as percentages per annum. 
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and did not represent any effort at curtailing credit expansion. The 
lending rates of the Bank of Japan vary with the amount of its lend- 
ing to each bank and with the type of asset on which the lending is 
based. The first tier of rates, varying with the type of asset, applies 
for lending up to an amount determined separately for each bank in 
accordance with a formula that takes into account several factors, 
such as the magnitude and nature of the bank’s own funds, the nature 
of its assets, and the magnitude of its previous borrowing from the 
Bank. A higher tier of penalty rates, similarly variegated, applies to 
further lending.’ The basic rate of the Bank is the rate in the first 
tier that is applicable to the discount of commercial bills. In August 
1955, all rates were raised by the same percentage points, but the 
proportion of lending by the Bank to which the lowest set of rates 
applied was substantially increased, so that the average lending rate 
of the Bank remained the same immediately before and after the 
change. 

After the middle of 1956, the monetary authorities showed concern 
at the rapid rate of credit expansion, and urged banks to observe 
restraint in lending. In August, the Bank of Japan reduced the limit 
within which it lent at its lower rates, thus enlarging the scope of 
application of its penalty rates. Nevertheless, the credit expansion 
that occurred in the following months was based on substantial 
support from the Bank’s resources. As the money market became 
increasingly stringent toward the end of 1956 and in early 1957, the 
Trust Fund Bureau of the Ministry of Finance purchased securities 
from banks in order to relieve the stringency. 

Government expenditures on goods and services increased during 
the boom but much less than did expenditures of the private sector. 
The Government’s share in the total increased from 19 per cent in 
1954 to 20 per cent in 1955, but declined thereafter to 17 per cent in 
the first half of 1957. The temporary increase in 1955 reflected 
primarily involuntary investment in stocks of foodgrains purchased 
from the large crops of 1955. These purchases were also responsible 
for the substantial cash deficit that was incurred in government cash 
transactions with the public during the fiscal year ended March 1956; 
cash transactions on other budgetary accounts were in approximate 
balance during that year. In the following fiscal year, there was a 
large cash surplus, reflecting the effect on tax collections of the rapid 
increase in economic activity. 


12 Until March 20, 1957, there were two sets of these penalty rates, one 
higher than the other. 
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II. Measures to Correct Payments Position 


The measures taken by the Japanese authorities to cope with the 
payments crisis may be classified broadly into three categories. First, 
to obtain immediate relief from the pressure on reserves, there was 
some attempt to reduce the deficit by increasing the degree of restric- 
tion on imports. Second, certain measures were taken to make the 
financing of imports more difficult. However, as in 1953-54, principal 
reliance was placed on a domestic financial program of disinflation. 


TIGHTENING OF IMPORT RESTRICTIONS 


Import control is exercised in Japan by requiring, for all imports, 
individual licenses, which are granted within the framework of a 
semiannual exchange budget prescribing expenditures for imports and 
invisible payments. During the two years or so before the payments 
difficulties set in, Japan made good use of its favorable payments 
position to enlarge progressively the exchange budget. In continuance 
of this policy, the exchange budget adopted for the six months begin- 
ning April 1957—the first half of the 1957-58 fiscal year—was much 
larger than that for a year earlier. However, as the decline in ex- 
change reserves assumed serious proportions, the authorities reduced 
the exchange allocations for certain items—raw cotton and wool—and 
suspended the issue of import licenses for steel materials. Also, the 
announcements inviting applications for imports were often delayed, 
thus discouraging imports administratively. Partly as a result of these 
measures, and partly because of the gradual abatement of domestic 
demand, a substantial part of the original exchange budget remained 
unutilized. 

A smaller budget was adopted for the following six months (Octo- 
ber 1957-March 1958). However, this could not be considered a 
tightening of import restrictions because, by that time, import demand 
had already waned markedly, as the disinflationary measures took 
further effect; in fact, the actual utilization of exchange in this budget 
period fell short of even this smaller budget. 


FINANCIAL MEASURES IMPINGING DIRECTLY ON IMPORTS 


By a series of measures taken in May and early June 1957, credit 
facilities for imports were restricted. The foreign exchange held by 
the Government through Japanese foreign exchange banks was re- 
duced by transferring part of it to the Bank of Japan, so as to make 
it difficult for the banks to provide finance for imports. The use of 
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sterling import usance (time) bills was restricted by reducing the 
number of commodities eligible and reducing the term of these bills; 
interest rates on both U.S. dollar and sterling usance bills were raised. 
Banks were required to present to the Bank of Japan, for its scrutiny, 
their plans for opening import letters of credit. Finally, in order to 
discourage speculative imports, the percentage of the invoice value 
which an importer is required to deposit as guarantee money with 
an exchange bank at the time of applying for a license was sharply 
raised, especially for nonessentials, and the permission to fulfill this 
deposit requirement by providing a bank letter of guarantee, instead 
of cash, was also withdrawn. 


PROGRAM OF DISINFLATION 
Credit policy 


On March 20, 1957, about two months before the disinflationary 
program was inaugurated, the Bank of Japan raised its basic rate 
from 7.30 per cent to 7.67 per cent, and, correspondingly, all its other 
lending rates. However, at the same time, the Bank substantially 
increased the proportion of its lending which qualified for the lower 
rates and also relaxed the eligibility criteria for the rediscount of 
trade bills. On net balance, therefore, the measures on this date had 
little restrictive effect on credit expansion.'® 

The measures taken by the Bank from May 1957 onward to re- 
strain credit consisted principally of an increase in the cost of accom- 
modation from it, and an intensification of efforts to persuade com- 
mercial banks to observe restraint in lending. Under the conditions 
of bank liquidity then prevailing, the use of any other instruments 
of credit control was both unnecessary and impracticable. The banks, 
in the absence of any legal or conventional reserve requirements, 
operated with very low cash holdings—less than 2 per cent of total 
deposits—and had, during the boom, become heavily indebted to the 
Bank of Japan. These circumstances, together with the unattractive- 
ness to the banks of government securities in comparison with other 
earning assets, ruled out the possibility of open market operations. 
Legislative procedures for the establishment of a system of cash 
reserve requirements were completed in May, but the authorities 
considered it unwise to introduce them in that abnormal period. 


13Jt was also on March 20, 1957 that the two levels of penalty rates were 


— into one, 1.095 per cent higher than the initial rate for each type 
of asset. 
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The clearest demonstration of a shift in financial policies came 
on May 8, 1957 when, impressed by the continued sharp drop in 
exchange reserves, the Bank of Japan raised the basic bank rate 
from 7.67 per cent to 8.40 per cent. Correspondingly, the Bank of 
Japan’s lending rates on other types of asset (with the exception of 
the rates for export financing) were also raised at both the lower and 
the penalty levels. Thus the lower level of rates on loans, the form 
which most of the Bank’s lending at that time had taken, was raised 
from 8.0 per cent or 8.4 per cent to 8.7 per cent or 9.1 per cent. This 
technique, adopted by the Bank, of raising the entire structure of its 
lending rates differed from that employed in 1953. At that time, the 
lower rates were kept unchanged but the higher rates were raised and 
the scope of their application enlarged. 

After the increase in the central bank rates, the legal maxima of 
commercial bank lending rates were raised by the same percentage 
points. In the following months, the banks gradually raised their 
actual lending rates. It is difficult to give a precise idea of the increase 
in these rates because they varied with the credit standing of the 
borrower. However, some stiffening of lending rates did occur, as 
indicated by the monthly average rate on all commercial bank lend- 
ing; this rate, which had been declining through most of 1955 and 
1956, increased steadily from 8.22 per cent in April 1957 to 8.64 per 
cent a year later. 

It is difficult, in any given situation, to determine precisely the 
channels by which a change in credit policy ultimately affects credit 
creation. In the Japanese experience under consideration, two factors 
seem to have been the most important, one operating on the demand 
for credit and the other on the supply. The higher cost of credit to 
the ultimate borrower may have played some part in reducing the 
demand for it; but more important was the psychological impact on 
demand of the increase in the bank rate. The belief that such impact 
is usually stabilizing has come in for considerable criticism in recent 
literature. It should be remembered, however, that the May 1957 
change in the Japanese bank rate was one of a series of measures 
taken at about that time on the broad front of credit and budgetary 
policy. It was part of a determined effort by the authorities to burst 
the boom, and it was evidently interpreted by the market as such; 
on the announcement of the new rate, the stock market suffered the 
sharpest break since the Korean War. It appears, therefore, that the 


14See, for example, Warren L. Smith, “The Discount Rate as a Credit- 


Cm D end The Journal of Political Economy, Vol. LXVI (1958), 
pp. 171-77. 
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increase in the bank rate, as the most demonstrative symbol of the 
whole disinflationary program, did have the effect of bringing about 
a change in expectations regarding future levels of economic activity. 

On the supply side, inasmuch as lending rates of banks were raised 
along with the cost to them of central bank credit, the restraint on 
credit expansion by the banks clearly did not come via a squeeze on 
bank profits, as it had done in 1953. At that time, while the Bank 
of Japan’s rates were raised, the legal ceilings on commercial bank 
rates were not raised, and these rates could not move upward because, 
in general, they were already at the legal limits. 

The most important factor on the supply side was the close guidance 
of the lending activities of commercial banks by the Bank of Japan 
through the administration of its discount policy. The central bank 
discount “window” in Japan is not merely “a mechanical facility 
aiding the smooth functioning of the deposit money process.” ?* As 
reflected in the extremely low cash reserves of banks and their large 
borrowings from the Bank of Japan, it has the more fundamental 
role of providing reserve money to commercial banks as a basis for 
their credit creation whenever the Bank considers it safe to do so. 
Correspondingly, of course, the administration of the discount 
“window” affords the Bank a powerful lever of control over banks, 
and through them over general business conditions. From May 1957 
onward, the Bank carefully screened the monthly lending plans of 
each bank, and tried to reduce such lending to amounts that it con- 
sidered safe and, in the process, to obtain gradual repayment of its 
own loans to banks. Within the general framework of credit restraint, 
the Bank urged commercial banks to have due regard for the needs 
of small-scale enterprises, bottleneck sectors, and export financing. 

The tempo of credit expansion slackened considerably during the 
year following the adoption of the restrictive measures, i.e., from the 
middle of 1957 to the middle of 1958. During this period, private 
sector indebtedness to the banking system increased by 18 per cent, 
in contrast to an increase of 29 per cent from mid-1956 to mid-1957. 
Nevertheless, the 1957-58 expansion must, in itself, be considered sub- 
stantial. It occurred in part because of the reduced self-financing 
capacity of business enterprises resulting from the effect on profits 


15 As pointed out on p. 406 below, there was another important factor imping- 
ing on entrepreneurial expectations and thus operating to reduce the demand 
for credit. At this stage, however, only the mechanism by which credit policy 
— credit creation is considered. 

The US. Federal Reserve discount “window” can be described in this 
manner, Perhaps with some qualification. See discussion between R. V. Roosa 
and C. R. Whittlesey on “Credit Policy at the Discount Window,” .The mating 
Journal of Economics, Vol. LXXIII (1959), pp. 207-16 and 333-38. 
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of the decrease in demand and from the efforts of the enterprises to 
increase their liquidity, which had been squeezed in the earlier boom 
period. As for loans for plant and equipment, these were largely for 


projects undertaken before the disinflationary program was inau- 
gurated. 


Budgetary policy 


When the disinflationary program was inaugurated, the 1957-58 
fiscal year had already commenced and the budget had been adopted; 
it visualized a moderate cash deficit in government transactions with 
the public. The budgetary side of the disinflationary program con- 
sisted of a set of measures designed to bring about, instead, a sub- 
stantial absorption of cash. 

Budget as originally adopted. The Japanese budget includes, in 
addition to the General Account budget (corresponding roughly to 
revenue in other countries), several Special Account budgets, such as 
those relating to foreign exchange transactions (which in Japan are 
conducted by the banking system on government account), and the 
receipts and expenditures of welfare insurance, postal savings, food- 
grain control, etc. Budgets of government agencies, such as the Na- 
tional Railways, the Japan Development Bank, and the Export-Import 
Bank of Japan, are also included. Each of these budgets includes 
interaccount transfers, and no consolidated budget is available on an 
accrual basis. For assessing the budgetary situation as a whole, the 
total of net cash transactions of all these accounts is used. 

At the time that the budget was compiled, it was estimated that 
total General Account revenues, at unchanged tax rates, would be 
¥ 200 billion more than in the previous year, as a result of the ex- 
pansion of the economy. It was decided to utilize half this amount 
to provide income tax reductions by moderating the degree of pro- 
gression in income tax rates and, to a smaller extent, by increasing 
the basic exemption, the exemption for the first dependent, and that 
for earned incomes. The authorities thought that these tax concessions 
would not unduly stimulate consumer expenditures, in part because 
to a large extent they would benefit middle and high income groups, 
and in part because the backlog of demand in the earlier postwar 
years had been filled. 

The other half of the increase in revenues was to be utilized to 
increase General Account expenditures. Larger outlays were budgeted 
for public works, principally road repairs and improvement of harbor 
and port facilities, and for welfare types of expenditwfe, such as edu- 
cation, pensions, housing, and social insurance. 











398 INTERNATIONAL MONETARY FUND STAFF PAPERS 


The loans and investment program of the Government (included 
in various special accounts) was considerably enlarged. In addition 
to its own investment expenditures and those of government agencies, 
the Government has provided in postwar years large sums of invest- 
ment funds to the private sector. Important sources of such funds 
have been postal savings, postal life insurance funds, counterpart 
funds of U.S. aid, proceeds of U.S. surplus agricultural products pur- 
chased for yen, and current revenues of the General Account. They are 
entrusted principally to the Trust Fund Bureau and the Industrial 
Investment Special Account, to be channeled through institutions like 
the Japan Development Corporation, the Housing Corporation, and 
the Agriculture, Forestry, and Fisheries Finance Corporation. These 
institutions, as well as the government enterprises, also raise some 
funds from the market by the issue of debentures, and, of course, they 
provide a part of the funds from their own receipts, either current 
earnings, such as railway revenues, or repayments of loans previously 
made. 

In the original 1957-58 budget, the investment funds budgeted for 
the private sector and for government enterprises, at ¥ 241 billion, 
were almost 40 per cent more than in the previous year. Larger pro- 
vision was made for investment in the development of power resources 
—one of the important bottleneck sectors—and in housing. 

The authorities expected all budgetary cash transactions during the 
year to result in a deficit of ¥ 35 billion. 

Subsequent adjustments in the budgetary program. In June 1957, 
as a part of the disinflationary program then being adopted, the 
budgetary authorities decided to aim for a surplus of ¥ 100 billion 
instead of the ¥ 35 billion deficit earlier visualized. However, these 
figures overstate to some extent the budgetary adjustments contem- 
plated. For, in arriving at the original estimate of a deficit of ¥ 35 
billion, no credit had been allowed for the proceeds of the resale to 
banks of debentures earlier purchased by the Trust Fund Bureau;?? 
under the terms of the original purchase agreement, this resale had to 
be undertaken during the 1957-58 fiscal year. In June, a ¥ 50 billion 
credit was taken for the resale proceeds of these securities. 

The authorities also decided to reduce to normal levels govern- 
ment stocks of foodgrains accumulated from the bumper crops of the 
two preceding years; this was expected to yield another ¥ 50 billion. 


17See p. 392 above. This entire purchase and sale transaction really per- 
tained to monetary rather than budgetary transactions. However, this does not 
affect the present argument, since the purchase transaction was included in 
budgetary accounts and it was clear that, when it took place, the resale trans- 
action would also be included in the accounts. 
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Further, a postponement of budgetary expenditures on the loans 
program and on public works and building repair projects of govern- 
ment offices was announced. The saving from these sources was esti- 
mated at ¥ 35 billion. 

In fact, cash transactions of the Government with the public during 
1957-58 resulted in an absorption of funds considerably larger than 
that aimed at by the authorities (Table 3). The resale of securities 


TaBLE 3. JapAN: Net CasH TRANSACTIONS OF GOVERNMENT ACCOUNTS, 
FiscaL Years ENDED Marc3 31, 1956-59! 


(In billions of yen) 





1955-56 1956-57 1957-58 1958-59 








General Account +61.3 +205.8 +167.0 +125.7 
Foodstuffs ial account -106.9 0.1 +38.1 +6.3 
Other special accounts? -61.1 -105.6 -58.8 ~189.4 

Net total cash transactions with the public -106.7 +100.1 +146.3 -57.4 





Source: Bank of Japan, Economic Statistics of Japan, 1960. 
1 Plus sign indicates an excess of receipts over jo and minus sign an excess of payments over 


receipts. Data exclude transactions of the Foreign Exchange Special Account, which are quite distinct 
from other fiscal transacti: 


ons. 
2 Including accounts of government agencies. 


to banks was completed, as planned, in the last quarter of 1957 when 
there were seasonal deficits in other government cash transactions. 
Government inventories of rice were reduced substantially, and some 
of the sales to consumers were made at increased prices. There were 
some savings from the postponement of expenditures on public works. 
Although the deferred portion of the government loans and invest- 
ment program was substantially restored toward the end of the year 
because of the changed economic environment, there was perhaps 
some saving on this account also. In any event, any shortfall between 
the target amount and actual savings in the last three items was more 
than made up by a substantial excess of actual tax collections over 
original estimates.1® On net balance, a cash surplus of ¥ 146 billion 
was achieved, a result ¥ 181 billion better than had been estimated 
before the adoption of the disinflationary program. 


The supply of money 
By reducing the tempo of bank credit expansion and bringing about 
a large surplus in government cash transactions with the public, the 


18 Japanese revenue estimates are normally on the conservative side; the 
average of “excess” collections during fiscal years 1951-52 to 1955-56 was 15 
per cent. 
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disinflationary program helped to halt the increase in monetary cir- 
culation that had taken place throughout the preceding boom. In the 
second quarter of 1957, for the first time in three years, the money 
supply did not increase, and, in the third, it declined somewhat.?® 
By the first quarter of 1958, it was 3 per cent lower than in the first 
quarter of 1957. In the first quarter of 1956 and of 1957, there had 
been an increase of about 18 per cent over the money supply in the 
first quarter a year earlier. The improvement would be even more 
marked if money of domestic origin alone were considered, for, in the 
1957-58 period, net foreign assets declined much less than in the pre- 
ceding year. 


FINANCIAL POLICIES AND DEVELOPMENTS THROUGH 1958 


By the spring of 1958, economic conditions had changed sufficiently 
to make a continuation of the monetary squeeze no longer necessary. 
Domestic demand was well under control, prices were declining, and 
above all, the payments position had improved sufficiently to yield 
continual accretions to exchange reserves. In the budget for the fiscal 
year which began on April 1, the General Account was balanced as 
usual, but its scale was expanded. Some small tax concessions and 
an increase in the government loans and investment program were 
provided. An over-all cash deficit of ¥ 46 billion was expected, in 
contrast to the surplus of the previous year. However, in the pre- 
vailing economic conditions, this budgetary program could not be 
considered unsafe. Throughout the year, the authorities successfully 
resisted pressures for the adoption of a supplementary budget de- 
signed specifically to stimulate economic activity,?° and the year 
ended with a cash deficit of ¥ 57 billion. 

In June 1958, and again in September, the Bank of Japan lowered 
its lending rates, which, after the increases in 1957, had been at 
the highest level since 1901. In June the basic discount rate was 
cut by 0.73 percentage point, and in September by a further 0.37 
percentage point to 7.30 per cent. All other lending rates of the 
Bank were also reduced correspondingly on both occasions, except 
that in June 1958 the rates for export financing were not lowered. 
These had not been raised with other rates in May 1957 and had, 
in fact, been reduced in the following month. The degree of prefer- 


19 Based on seasonally adjusted quarterly averages of outstanding amounts at 
the end of each month. j 

20 During the fiscal year, two supplementary budgets were in fact adopted, 
but the total amount involved was small and it was financed from current 
revenues. About half of the expenditures was to provide relief from natural 
disasters. 
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ence given to exports, even when partly offset by the June 1958 re- 
duction in other rates, was considered adequate. Following each of 
the two reductions in the Bank’s rates during 1958, the National 
Federation of Bankers’ Associations decided to reduce the maximum 
interest rates on various types of commercial bank lending by the 
same percentage points. 

The authorities emphasized that the interest rate reductions were 
not designed primarily to stimulate a demand expansion. They urged 
commercial banks to continue restraint on lending and to try to repay 
their borrowings from the Bank of Japan. Also, to discourage any 
tendency toward competition between banks to lend, the Bank of 
Japan made suitable changes in the formula determining the scope 
of application of its penalty rates, enabling it to take fuller cogni- 
zance of the lending practices of each bank. As in 1955, the author- 
ities stated that the interest rate reductions were primarily steps in 
furtherance of the long-run policy of reducing the level of interest 
rates in Japan. 

In the second half of 1958, there was some acceleration in the 
pace of credit expansion, but this seemed moderate in the light of the 
recovery in economic activity that commenced about the middle of the 
year. The increase in the money supply was resumed as a result of 
this faster credit expansion, the government cash deficit, and the im- 
provement in the external payments position. 

With the improvement in the external payments position, the earlier 
tightening of import financing was reversed in the first half of 1958. 


III. Adjustment of Internal Economy and 
External Balance, 1957-58 


IMPROVEMENT IN THE BALANCE OF PAYMENTS 


The Japanese balance of payments improved sharply from about 
the end of 1957. In 1958, there was a payments surplus of $302 mil- 
lion, in contrast to the deficit of $526 million in the previous year. 

Imports and related payments on freight and insurance, which had 
increased in earlier years and were primarily responsible for the 
deterioration in the payments position, declined sharply in 1958. 
Imports, at about $2.5 billion, were 23 per cent less than in 1957. 
This was due chiefly to a decrease in volume (Table 4), but the fall 
in world prices of primary products also contributed to the decline.”? 


21 The data on unit value of imports in Table 4 are based on c.if. values and, 
therefore, reflect also the sharp fall in freight rates. 











402 INTERNATIONAL MONETARY FUND STAFF PAPERS 


There was a small increase in the volume of exports; however, this 
was largely offset by lower prices and, as a result, the value of ex- 
ports, which had been rising rapidly in the four preceding years, 
remained almost unchanged in 1958. Nevertheless, the balance on 
merchandise trade account changed from a deficit of $402 million in 
1957 to a surplus of $371 million in 1958. Because of lower freight 
rates, the decline in freight and insurance payments, which contrib- 
uted to the improvement in the payments position, was more than 
proportionate to the fall in imports. 


TaBLE 4, JAPAN: INDICES OF ImporT PURCHASING PowER OF EXPoRTs 
AND AcTuAL Imports, 1951-581 








(1950 = 100) 

Unit Unit Terms Volume Purchasing Volume 

Value of Value of of of Power of of Actual 

Exports? Imports® Trade* Exports Exports® Imports 
1951 149 138 108 112 121 149 
1952 132 127 104 118 123 164 
1953 122 111 110 128 141 222 
1954 118 104 113 171 193 231 
1955 113 106 107 223 239 242 
1956 117 107 109 267 291 307 
1957 118 112 105 297 312 382 
1958 111 98 113 508 348 316 





1 Based on data from International Monetary Fund, International Financial Statistics. 
2 Based on f.o.b. values. 

3 Based on c.i.f. values. 

4 Unit value of exports divided by unit value of imports. 

5 Terms of trade index multiplied by export volume index. 


The data in Table 4 and Chart 1 bring out strikingly the nature 
and magnitude of changes in the trade balance from 1950 to 1958. 
These data, being related to the year 1950 when trade was approxi- 
mately balanced, not only portray the change in the trade position 
relative to the base year but also indicate the position in absolute 
terms. The gap that opened during 1951-54 between the import pur- 
chasing power of exports at current import prices and the actual 
volume of imports was almost entirely closed in the following two 
years, principally because a rapidly rising export volume enhanced 
Japan’s import purchasing power during the latter period. A pro- 
gressively widening gap again emerged in 1956-57 but was more than 
closed in 1958. However, the manner in which the gap was closed 
was different. Helped by an improvement in the terms of trade 
(which had not occurred between 1953 and 1955), the purchasing 
power of exports increased, but much less than in the previous period 
because of the slower expansion of exports. On the other hand, the 
active factor in the improvement in the trade balance was a sharp 
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decline in the volume of imports, which had, in fact, increased some- 
what in 1953-55. 


RELATION BETWEEN OUTPUT, ABSORPTION, AND THE EXTERNAL BALANCE 


What adjustments in the domestic economy yielded the external 
payments surplus? The nature of the adjustment may be analyzed 
in terms of a long-recognized relationship, i.e., that the balance of 
external payments of a country is the difference between its total 
output of goods and services and its absorption of goods and services 
for consumption and investment. One objection to this approach may 
be that the relationship given in the equation is definitional rather 
than causal, and that it is no more justifiable to posit a dependence, 
in any causal sense, of the trade balance on the relationship between 
output and absorption than it is to posit a dependence of absorption 
on the relationship between output and the trade balance. However, 
this argument applies with the least force to an analysis of the effects 
of disinflationary policy along these lines; for, in this case, it is ab- 
sorption that is frontally attacked with a view to securing the desired 
results in the external balance, and success depends on the extent to 
which absorption can be reduced relative to output. 

In an economy operating at full employment, an improvement in 
the balance of payments necessarily requires a reduction in the domes- 
tic absorption of goods and services, except to the extent that gains 
are made in productivity and extensions occur in productive capacity 
as a result of earlier investments. A disinflationary financial policy, 
acting on domestic consumption or investment demand, could, even 
without inducing a change in relative prices, make more goods avail- 
able for export and at the same time damp the demand for imports. 
However, in any instance of a serious payments disequilibrium, dis- 
inflationary measures will probably have to induce appropriate changes 
in relative prices so as to bring about a reallocation of factors between 
export, import-competing, and purely domestic industries. Since the 
mobility of resources is normally far from perfect, this reallocation is 
a painful process, involving considerable unemployment unless favored 
by a facilitating circumstance, such as a rising world demand, or 
assisted by a policy measure, such as an exchange rate adjustment. 

In a country exporting manufactured goods, especially of the hard- 
ware variety, there is likely to be a high degree of substitutability 
between exports and domestic investment. Nevertheless, in the ab- 
sence of a rising, or at least a stable, world demand, the main burden 
of response to a disinflationary policy is likely to fall on imports, the 
equilibrium in external payments being attained at a reduced level 
of both domestic economic activity and external trade. 
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In the following paragraphs, developments in the Japanese econ- 
omy during 1957-58 are viewed from the standpoint of variations in 
output and absorption. The relevant data are published by the 
Japanese authorities only in current prices; they have, therefore, been 
adjusted for price changes by using a variety of price indices. Since 
some of the adjustments are admittedly not fully satisfactory, the 
figures should be taken only as indications of the direction and broad 
magnitudes of change. 

As indicated in Table 5, domestic absorption, after having increased 
rapidly during the period 1955-57, declined slightly in 1958. This 
decline was due to some reduction in private inventory investment, 
in contrast to a large accumulation in 1957. All other categories of 
national expenditure increased in 1958. 

Private inventories had continued to grow in the months following 
the adoption of the disinflationary measures, but at a sharply reduced 
rate. In the second quarter of 1957, inventory investment (additions 
to inventories) was at the high annual rate of about ¥ 1,200 billion. 


TABLE 5. JAPAN: INCOME, ABSORPTION, AND EXTERNAL BALANCE, 1953-58) 
(In billions of yen at 1954 prices)? 





1953 1954 1955 1956 1957 1958 





1. Gross national product 7,171 7,379 8,190 8,696 9,328 9,576 
2. Consumption expenditures 
rivate 


4,496 4,668 4,997 5,386 5,688 6,007 
Government? 825 944 954 


926 915 1,107 
5,321 5,594 5,941 6,301 6,642 7,114 
3. Investment in fixed capital 
rivate 913 930 888 1,231 1,568 1,696 
Government 579 578 621 5 656 7744 
1,492 1,508 1,509 1,830 2,224 2,470 
4. Investment in inventories 
riva’ 437 314 509 490 769 -172 
Government 18 7 157 116 -113 — 
455 307 666 606 656 -172 
5. Domestic absorption (2 plus 3 plus 4)3 7,267 7,408 8,116 8,737 9,522 9,412 
6. External balance (1 minus 5) -96 -29 74 -41 -194 164 
-™ 





1 Based on statistics of the Economic Planning Agency of Japan. 

2 Deflators: for consumption expenditures, a consumer goods price index weighted 40 per cent for 
prices in the rural areas and 60 per cent for those in the urban areas; for investment in fixed capital, a 
capital goods price index; for gross national product and inventories, an over-all index with a weight 
of 75 per cent for the consumer goods index above and of 25 per cent for the capital goods index. 

3 The share borne by Japan of the expenses of U.S. forces in Japan is included in exports in Japanese 
national income data, as a demand on production by nonresidents, but is excluded from exports in the 
balance of payments data. In order to make the figures for external balance in this table comparable 
with those for the goods and services account in the balance of payments statistics, the share borne by 
Japan of the expenses of U.S. forces is excluded from exports and included in government consumption 
expenditures. The remaining difference between the external balance as shown here and that in balance 
of payments statistics is due primarily to the fact that the figures here are obtained by subtracting 
domestic absorption deflated to 1954 yen values from gross national product similarly deflated, while 
the balance of payments statistics are in current prices. _ 

4 Government investment in inventories is included in government investment in fixed capital. 
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By the third quarter, it had declined to less than one third of this 
amount; and, by the second quarter of 1958, there was net disinvest- 
ment at an annual rate of about ¥ 200 billion. The attempted reduc- 
tion in inventories in the earlier stages must have been even larger 
than indicated by these figures, for it was partially offset by an unin- 
tended accumulation by manufacturers of stocks of finished goods. 

The disinflationary financial measures probably played a signifi- 
cant causal role in reducing inventory investment. Such investment 
is probably too short term in nature to be materially affected by any 
practicable change in interest rates. However, as pointed out above, 
Japanese financial measures operated more by reducing the avail- 
ability of credit than by raising its cost. This reduced availability 
must have discouraged inventory investment, especially as bank 
credit is almost the only source of external financing for this category 
of expenditure. The proportion of stocks in Japan that is financed 
by bank credit is not known, but it is probably larger than in the 
United Kingdom, where it has been estimated at 16 per cent?’ and is 
considered significant. The disinflationary measures thus made inven- 
tory investment more difficult; even more important, they made it 
less desirable through their effect on expectations about the future 
course of demand. 

In addition to the disinflationary measures, another factor impinged 
on the state of entrepreneurial expectations about the middle of 1957, 
reducing the incentive for building up stocks. This factor was the 
fear that the downturn in the U.S. economy and the decline in the 
prices of primary products would cause prospects in export markets 
to deteriorate. It is, of course, impossible to determine quantitatively 
which of these two was the more important factor. However, judging 
from the extent to which the fears of an adverse export market were 
entertained in Japan at that time, it does appear that they strongly 
reinforced the deterrent effect of the disinflationary measures on stock 
building activity. 

It is also possible that the tightening of import restrictions played 
some part in reducing inventory investment. However, this influence 
was not important since the tightening was neither pronounced nor 
prolonged. 

Total investment in fixed capital increased sizably in 1958, although 
the increase was less than in 1957. However, the total conceals a 
marked reduction in the rate of increase of private investment in 


22 R. G. Hawtrey, Towards the Rescue of Sterling (London, 1954), p. 91, cited 
by Ragnar Nurkse in “The Relation Between Home Investment and External 
Balance in the Light of British Experience, 1945-1955,” Review of Economics and 
Statistics, Vol. XX XVIII (1956), p. 126. 
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equipment; after having averaged 33 per cent in the two previous 
years, it was held down to a moderate 8 per cent in 1958. The fact 
that there was no actual reduction in such investment may be attrib- 
uted to continued expenditures on projects that had already been 
initiated and the interruption of which would have been wasteful. 
The effect of official policies on new investment projects is more 
clearly evident in data on private orders for machinery; such orders 
declined markedly after the middle of 1957, and in 1958 they were 
considerably less than in 1957. 

Total purchases of goods and services by the Government for both 
consumption and investment purposes increased in 1958, whereas 
they had decreased in 1957. This is not surprising, since disinfla- 
tionary objectives governed fiscal policy only in the latter part of 
1957 and early 1958. Indeed, the budgetary expenditures postponed 
during this period were incurred in the subsequent months of 1958, 
and an enlarged budget was adopted for the fiscal year that began in 
April. Moreover, in the budgetary plank of the disinflationary pro- 
gram, any plan to reduce government purchases of goods and services 
played only a small part. 

Private consumption expenditures continued to grow in 1958 at 
about the same moderate pace as in the previous two or three years. 
This strength of consumer demand could be explained partly by the 
fact that the 1957-58 recession affected mainly profits. Unemploy- 
ment increased with the growth of the labor force; but employment 
did not fall, partly because of trade union pressure and partly because 
the traditional employer-employee relationship in Japan discourages 
the dismissal of employees in times of poor business. Wage payments 
per worker increased, although much less than before. Consumer 
demand was also supported by the high level of farm income accru- 
ing from the sale of bumper crops at government support prices. 

Production increased in 1958 but at a much slower pace than in 
earlier years. Industrial production declined from June 1957 to 
March 1958 by about 11 per cent; although it recovered sharply in 
the following months, output in 1958 was no higher than in 1957. 
Agricultural production increased by somewhat more than 3 per cent 
in 1958. 

Clearly, it was a small decumulation of stocks in contrast to the 
large accumulation of the previous year, and a slackening of the rate 
of increase of private investment, which brought about the reduction 
in the absorption of resources by the domestic economy in 1958. At 
the same time, output increased, albeit more slowly than before. The 
external balance improved correspondingly. 
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The discussion in the preceding paragraphs is based on a compari- 
son of the two full years, 1957 and 1958. In fact, however, the ex- 
ternal balance improved considerably during 1957. The large deficit 
in the first half of the year was reduced considerably in the third 
quarter; and in the fourth, a sizable surplus emerged, which was 
further enlarged in 1958. The improvement in the second half of 1957 
reflected entirely a substantial reduction in domestic absorption, 
chiefly in the form of a cut in inventory investment; output declined 
during the period. By contrast, the further improvement in external 
payments in 1958 reflected, as seen above, partly a reduction in do- 
mestic absorption and partly an increase in output. 

The form of adjustment in the domestic economy that produced 
the external payments surplus in 1957-58 was similar to that in 
1954-55, in that the brunt of the adjustment was borne by investment 
in inventories.** However, there was a significant difference between 
the experiences of the two periods. While in 1958 there was a definite, 
though small, reduction in the absorption of resources by the domes- 
tic economy, in the earlier period absorption continued to increase and 
only the rate of increase slowed down. Even in the field of inventories, 
expenditures on which proved the most volatile of total national 
expenditures, there was no disinvestment; only the size of investment 
was smaller. 

Why was the degree of austerity required of the economy in 1957-58 
larger than in 1954-55? For one thing, the amplitude of the swing in 
the payments position was larger. From a deficit equivalent to 1.3 
per cent of gross national product in 1953, the balance on external 
payments changed to a surplus equivalent to 0.9 per cent in 1955. 
Between 1957 and 1958, the swing was from a deficit of 2.1 per cent 
of gross national product to a surplus of 1.7 per cent. 

However, there was a more fundamental difference between the 
two periods. In 1954-55, Japan was favored by a rapidly rising 
world demand for its products. Such a circumstance facilitates the 
reallocation of resources necessary for securing an improvement in 
the external balance, and minimizes, or even dispenses with, any 
downward adjustment of the economy. If there is scope for expand- 
ing domestic output, either because employment is less than full or 

23 That the adjustment in 1954 was in investment in inventories is evident 
from the statistics. For 1955, the statistics in fact show a substantial increase 
in such investment and a small decrease in private investment in fixed capital. 
However, since the increase in inventory investment in 1955 seems to have been 
chiefly an unintended accumulation of foodgrain stocks by agriculturists and 
the Government, the main factor in slowing down the growth of absorption in 


1954 and 1955 taken together may still be said to have been the change in 
investment in inventories. 

















THE CYCLE IN JAPAN’S BALANCE OF PAYMENTS 409 


through gains in productivity, it can be channeled into the export 
sector with relative ease provided that domestic demand can be 
restrained. In 1954-55, resources were not released from the domestic 
to the export sector as a result of the disinflationary policy. Rather, 
the disinflationary measures prevented the domestic sector from pre- 
empting the resources that became newly available during this period. 
Some increase in domestic absorption was permitted, but the rising 
tide of world demand took up, with relative ease, a substantial por 
tion of the new resources, and the external paymenia position im 
proved. 

By contrast, the world trade environment, in the context of which 
the adjustments in Japan’s economy had to take place in 1957-58, 
was markedly unfavorable. In 1957 the expansion of world trade, 
in both volume and value terms, slowed down, and in 1958 world 
trade in fact declined. In the face of these adverse world demand 
conditions, the channeling of resources into the export sector was a 
more painful process. This is reflected in the data in Table 4; the 
decline in export prices was about the same as from 1953 to 1955, 
but the increase in the volume of exports was much smaller. Conse- 
quently, the burden of adjustment in the external position fell on the 
import side, and balance was secured only by exercising a greater 
restraint on domestic absorption than was necessary in 1954-55. 


IV. Conclusions 


It is evident that determined financial measures to check the ex- 
pansion of demand in 1956-57 were not taken until external pay- 
ments developments made them necessary. The credit policy pursued 
until May 1957 may be said to have been one of active ease in the 
sense that the central bank, through its own liberal lending policies, 
made credit conditions easier than would have otherwise obtained. 
It is, of course, likely that, as the boom developed, the Bank of Japan 
turned down an increasing proportion of requests for its assistance. 
In the disinflationary program adopted in May-June 1957, budgetary 
policy was evidently a more important plank than it had been in the 
disinflationary program of 1954. In the austerity budget year 1954-55, 
government cash transactions added more to monetary circulation 
than in the preceding year. In consciously aiming for a budgetary 
surplus in 1957-58, the authorities made an important departure 
from their earlier policy of keeping budgetary operations merely 
neutral in times of inflation. 
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The role of changed entrepreneurial expectations in bringing about 
the desired adjustments in the economy is indicated by the available 
evidence on the income velocity of money. It has been seen that the 
disinflationary measures succeeded in restricting the supply of money. 
The view is now widely held that monetary policy, however success- 
ful in restricting the money supply, is frustrated in its attempt to 
restrict aggregate expenditure, by a more intensive utilization of 
the available money supply. However, the Japanese economy did 
not respond to the disinflationary measures in this destabilizing man- 
ner; in fact, the income velocity of money decreased from about the 
middle of 1957 (Table 6). It is possible that there was little scope 


TABLE 6. JAPAN: INcoME VELOcITY or Money, 1953-58} 











1953 1954 1955 1956 1957 1958 

First quarter 4.73 4.54 4.61 4.63 4.36 4.45 
Second quarter 4.24 5.10 4.58 4.52 4.82 4.28 
Third quarter 4.48 4.42 4.53 4.29 4.68 4.22 
Fourth quarter 4.70 4.57 4.67 4.32 4.50 4.20 
1 Calculated on basis of money supply series published by the International Monetary Fund in 


International Financial Statistics for the period up to August 1957; data for subsequent poe throu; 
1958 calculated on same basis. Quarterly averages have been adjusted for seasonal changes by Robert F. 
Emery, a member of the staff of the Division of International Finance, Board of Governors of the 
Federal Reserve System. Expenditures data used are gross national product minus government ex- 
penditures, seasonally adjusted. 


for a further increase in velocity; at the height of the boom in the 
second quarter of 1957, it was already at one of the highest rates 
attained in about six years. Nevertheless, the decrease that occurred 
from the middle of 1957 must be attributed primarily to the fact 
that at that time the earlier bullish tone in the economy disappeared 
and a somewhat bearish tone emerged. The adoption of a broad pro- 
gram of disinflation played, of course, an important role in inducing 
this change, crucial to the reduction in domestic demand. However, 
the fears, widely entertained at that time, of a fall in world demand 
and therefore of a decline in Japan’s exports were an additional 
causal factor. Of course, while such fears damp domestic demand, 
they contribute to an improvement of the external balance only to 
the extent that they prove false. Fortunately, the actual reduction 
in world trade was not large and Japan’s exports did not decline in 
1958. 

Better terms of trade helped in improving the external balance in 
1958, but the larger part of the improvement took the form of a 
reduced volume of imports. Here, import restrictions did no more 
than buy time. The main factor was the reduction in domestic de- 
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mand. However, the reduction in import volume was proportionately 
much larger than the cut in total domestic absorption. The explana- 
tion seems to lie in the fact that the small reduction in domestic 
absorption was the net result of a large fall in inventory investment, 
substantially offset by increases in all other categories of expendi- 
ture. Reflecting their different marginal import contents, the fall in 
imports resulting from the change in inventory investment far ex- 
ceeded the rise resulting from the increases in other expenditures. 











Government Imports and Import Taxes in 
Monetary Analysis of Income and Imports 


S. Kanesathasan * 


HIS NOTE treats government imports and import taxes as 

additional autonomous variables in the “Polak” model of mone- 
tary analysis of income and imports,’ and then applies the model 
to explain the imports of a selected country, Ceylon. It also evaluates 
the direct and induced impact of a government’s financial operations 
on imports, and uses the example to illustrate the use of the Polak 
model as a predictive tool for framing contracyclical fiscal and 
monetary policy in countries dependent upon primary products. 


I. Government Imports and Import Taxes as 
Autonomous Variables 


The impact of governmental operations on imports is felt in three 
ways. Firstly, the government imports goods and services for its 
own use, as part of its general expenditure. Secondly, import taxes 
and subsidies affect import prices to domestic consumers and thus the 
competitiveness of imports with domestic products, which in turn 
affects import volumes and values. The effect on imports of this com- 
petitiveness factor will depend on the elasticity of substitution of 
import goods for domestic goods. If the market prices of import 
goods are changed by an amount equal to the import tax or subsidy, 
and the foreign supply price of imports and the prices of domestic 
goods remain unchanged, then, if an elasticity of substitution of 
unity is assumed, the import outlay will be changed by an amount 
equal to the total import tax collected or subsidy paid. This price 
substitution effect is likely to be felt without a time lag, so that im- 


* Mr. S. Kanesathasan, a graduate of the University of Ceylon, is Assistant 
Director of the Department of Economic Research of the Central Bank of 
Ceylon. He was formerly economist in the Finance Division, Research and Sta- 
tistics Department of the International Monetary Fund. 

1J. J. Polak, “Monetary Analysis of Income Formation and Payments Prob- 
lems,” Staff Papers, Vol. VI (1957-58), pp. 1-50; J. J. Polak and Lorette 
Boissonneault, “Monetary Analysis of Income and Imports and Its Statistical 
Application,” Staff Papers, Vol. VII (1959-60), pp. 349-415. 
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ports are changed by an amount equal to the import tax collected in 
the same time period—and not over a period of time. In contrast, the 
import effect induced by the primary change in the private sector’s 
income stream caused by a bank-financed government deficit is felt 
with a time lag and not entirely in the time period in which the deficit 
occurred. This last is the third kind of import effect of government 
operations.” 

Of the three kinds of import effect, only the third, viz., the changes 
in imports induced by the primary and secondary changes in the gross 
national product caused by government financial operations, can 
clearly. be considered a function of the gross national product (GNP) 
which fits into the Polak explanatory model. In terms of the Polak 
model, this induced effect on imports is determined by the income 
velocity of money, and the ratio of imports to income, both assumed 
to be stable. The existence of government imports, including imports 
caused by changes in import taxes and subsidies, has two implications 
for the model. Firstly, it means that only actual imports less govern- 
ment imports (i.e., “adjusted imports”) are explainable through the 
model. Secondly, the import ratio relevant to the model is the ratio 
of adjusted imports to GNP. Table 1 shows that when adjusted 
imports are substituted for actual imports in the computations for 
Ceylon made by Polak and Boissonneault* there is an improvement 
in the correlation between GNP and (adjusted) imports, as well as 
in the variability of the (adjusted) import/GNP ratio. For the 
11 years, 1948-58, GNP showed a correlation coefficient of +.93 with 
adjusted imports, compared with a coefficient of +.87 with total im- 
ports. Also, as shown in Table 1, for the period 1948-57 the total of 
deviations (ignoring signs) of annual imports from the estimates on 
the basis of a constant average (or marginal) import/GNP ratio 
(ie., MA in Table 1) is reduced by 38 per cent when the ratio used 
is that of adjusted imports to GNP rather than that of total imports 
to GNP. The annual values of MA based on the two import ratios 
are compared in Chart 1. 


2 The distinction between government expenditures on domestic and on for- 
eign goods and services (i.e., between the first and third of the effects classified) 
would not be necessary if any “inflationary” budget deficits caused by either 
type of expenditure produced an equal and immediate increase in imports. 
This will almost never occur, since domestic expenditures financed through bank 
credit will cause an increase in imports only with a time lag, depending basically, 
according to the Polak model, on the prevailing import/income ratio and the 
income velocity of money. Likewise, the distinction between government tax 
receipts (or subsidies) based on imports and other net tax receipts is made 
here because their impact on imports, insofar as they reduce (or enlarge) bank- 
financed budget deficits, will be felt differently over time. 

3 Op. cit., p. 380. 
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In estimating the import effect of changes in import taxes and 
subsidies, a unit elasticity of demand for imports has been assumed. 
Such a simplifying assumption is implicit in the Polak model.‘ In the 
present note it follows that, for years when there were net receipts 
from import taxes, it is assumed that imports were reduced by the 
same amount, by the price substitution effect; and, for years when 
there was a net import subsidy, as a result of the large subsidy on 
imported rice, it is assumed that the price change brought about an 
increase in imports of the same amount as the net subsidy.® 


II. Income-Induced Import Effect of Government 
Operations 


The induced effect of government operations on imports, explained 
by the model, depends on the net primary addition to the income 
stream (G), and on import coefficients derived from the average 
income velocity of money and the average (or marginal) ratio of 
adjusted imports to GNP.*® 


*J. J. Polak, op. cit., p. 17. The unit elasticity of substitution refers to the 
substitution of imported goods for domestic goods, defined by Polak as both 
the substitution effect in the narrow sense and the income effect of price 
changes. It could perhaps be argued that only the substitution effect in the 
narrow sense caused by relative price changes will cause an immediate impact 
on imports, while the income effect will be felt only with a time lag. However, 
no allowance is made for this factor in the computation presented in this note. 

5 Government finance data are available only by financial years, October- 
September; the calendar year figures for import subsidy and tax are estimates 
obtained by averaging. 

6 It may be useful to summarize the symbols used in this paper: 

a = Import coefficient. 
C = Net capital receipts from abroad (= C, + C;). 
Ce = Net capital receipts of the a 
= ed ee capital receip 

ADA = Totol net beak credit e4 ADA, + ADA,). 
ADA, = Net bank credit to the government. 
ADA, = Net bank credit to the private sector. 

é = “— primary i — on me of government operations 

= ADA, = ( Q oo AR, - 


k= Hoi: of income velocity bat 


M = Total imports (= MA+MI. 

MA = Autonomous imports (= MA, + MA,). 
MA, = Autonomous government imports 
MA, = Autonomous private imports (associated principally in this paper with 

the impact of quantitative import restrictions). 

MI = Income-induced imports. 
AMO = Change in ——- supply (= aDA + AR,). 
o (as suffix Base year. 
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The net primary impact on income caused by government opera- 
tions (G) is equal to the net bank credit to government when, and 
only when, the government does not directly enter into any foreign 
transactions. Net bank credit to government is then equal to the 
excess of government purchases of goods and services over net current 
transfers from the nonbank public to the government, including those 
arising from purchases of claims on government.’ When the govern- 
ment engages directly in external transactions, G becomes equal to 
the net bank credit to government less the excess of government pay- 
ments for direct imports of goods and services over its external 
receipts from net grants and loans and from the running down of its 
own external reserves. If, as a further step, the government influences 
the country’s import payments indirectly, by manipulating import 
taxes and subsidies, then (given unit elasticity of demand for imports) 
such taxes and subsidies will have the same effect as the reduction of, 
or addition to, the government’s direct import expenditure by the 
same amount. Then G becomes equal to the net bank credit to gov- 
ernment less the excess of the government’s external payments (direct 
as well as through net import subsidies) over its external receipts. 

Defined thus, the primary impact on income of government opera- 
tions, G, will be as follows: 


G = ADA,-(MA,-C, + AR,), (1) 


where ADA, is net bank credit to government, MA, is the total 
autonomous import effect caused by direct imports as well as by net 
import subsidies, C, is net government capital receipts, and AR, is the 
change in government-held external reserves. 





8 = Net prima impact on i f tal and private 
= Net primary impact on income of governmental and private opera- 
tions (= X + C, + ADA, + @). 
AR = Net change in reserves (= AR, + AR,). 
AR, = Net change in foreign assets of the government. 
AR, = Net change in foreign assets of the banking system. 
t = Year to which coefficients relate. 
V = Autonomous change in MO resulting from fluctuations in income 
P velocity 00) ‘ 
= oy receipts. 
Y = GNP. 
YI = Induced GNP. 
y = Production in real terms. 


™Thus nonbank purchases of government securities financed by bank ad- 
vances will be counted as part of net bank credit to the private sector. 
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The total primary impact on income, Q, is as follows: 
Q=X+C,+ ADA, +G, 


where X represents receipts from exports, C’, net private capital receipts 
from abroad, and ADA, net bank credit to the private sector.® 
Substituting for G from equation (1), we have 


Q=X+C+ADA-MA,-AR,..... (2) 


In Table 1, G and Q have been computed on this basis for Ceylon.’ 
In Table 2, the imports induced by Q have been computed by apply- 
ing the import coefficient derived from the marginal import ratio 
(the ratio of nonautonomous imports, MI, to GNP) and average 
income velocity. To derive the total of computed imports, total 
autonomous imports caused by government operations have been 
added to the computed “induced” imports. For purposes of com- 
parison, Table 3 gives the computed imports derived on the original 
basis, viz., using the total primary increase in income unadjusted 
for MA, and AR, and the ratio of total imports to GNP, but with 
the same figure for average income velocity. The total (ignoring signs) 
of unexplained imports in Table 2 is about a quarter less than that 
in Table 3. However, as may be seen from Chart 1, the reduction is 
more marked in years when large unexplained imports are revealed 
in Table 3. 

Table 4 summarizes the total impact of government-financed oper- 
ations on imports. It shows separately the government autonomous 
and induced imports, each of which has a distinct significance for 
contracyclical fiscal policy, as will be shown in the following section. 


8 In Ceylon (and some other sterling area countries, at least), the government 
and official nonbanking institutions hold foreign reserves which have undergone 
substantial changes in some years (see Table 1). To the extent that this is 
true, the change in money supply (AMO) is equal to the total of changes in 
net domestic credit creation (ADA) and in foreign assets of the banking system 
(AR,); and the total primary increase in income, even if there were no autono- 
mous imports, is equal to 


(X +C + ADA -A4R,). 


®The data on direct government imports for the earlier = were taken 
from Peter Newman, Studies in the Import Structure =< eylon (Planning 
Secretariat, Colombo, 1958). Similar data are —- included in the 
Ceylon Customs Returns (Customs Department, Colombo). The data on 
import taxes and subsidies were taken from government finance statistics; 
government capital receipts and external reserves, from balance of payments 
statistics; and net credit to government, from banking statistics. Figures of 
private capital receipts (Cp), changes in banks’ external reserves (AR,), and net 
bank credit to the private sector (ADA,) were derived as residuals by sub- 
tracting the values of government operations from the respective totals as used 
by Polak and Boissonneault, op. cit., p. 380 
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III. The Polak Model as a Predictive Tool for 
Monetary and Fiscal Policy 


The cyclical problem in countries dependent upon primary products 
is caused by fluctuations in export earnings (X) and in private capital 
flows from abroad (C,). The objective of contracyclical monetary 
and fiscal policies in such countries is, therefore, to achieve some 
stability in the domestic money supply, in prices, and in imports. In 
terms of the model, the policy objective may be defined as the achieve- 
ment of a target rate of growth in money supply (MO), imports 
(M), and external reserves (R), either individually or together, in 
the face of given fluctuations in private external receipts (X+C;j). 

Let us assume that the target is a certain percentage increase in the 
money supply for the next year?® determined by the projected growth 
in real production (y) and a permissible percentage change in the 
price level (p) during the year, as income velocity remains unchanged. 
The target change in MO in absolute terms may be determined 
through the following equation, derived (ignoring cross products) 
from the equation of exchange, MO = ypk, where k is the inverse of 
income velocity :"? 


AMO = ay MO, + rs MO, + 2 MO.. (3) 


If a second identity, i.e, AMO = ADA + AR,, is used, the following 
can be derived :?? 


AMO = ADA + (X + C,) -(MA, + AR,-C,)-MI.... (4) 
(X + C,) is the projected total of private external receipts, and 


10The estimates of (X+C,) and real income and price changes may be 
reviewed at intervals (e.g., quarterly) as the year progresses, and the magnitudes 
of the target and policy variables changed, if necessary. 


11Tf income velocity is constant, 2k MO, in equation (3) will obviously be 


equal to zero. If, however, a change in the income velocity is anticipated, then 
an offsetting change in the target money supply can be allowed for, through 
the equation of exchange. 
13AMO = ADA + AR, 
= ADA + AR-A4R, 


M) - AR, 
= ADA +(X +C,+C,- MI- MA,) - AR, 
= ADA + (X + C.) - (MA, + AR, -C,) - MI. 
This equation assumes MA, to be nil or negligible. If, on the other hand, 
there are quantitative import restrictions, then the equation will have to be 


altered (as in equations 11, 12, and 13 of the text) to include MA, and would 
then read as follows: 


AMO = ADA + (X +C,) -(MA, + MA, + AR, -C,) - MI. 
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(ADA, + ADA,) and (MA, + AR, - C,) are the policy variables 
with which a level of induced imports (MJ) that will result in the 
target value of MO, may be produced. According to the Polak model, 
MI in the current period ¢ reflects the total primary impact on in- 
come (Q) in the current and past periods, and the import coefficient a 
(derived from the assumed constant GNP/nonautonomous import 
ratio and the average income velocity of money). Thus, when the 
definition of Q in equation (2) is used, 


MI, = a,(X +Cp + ADA-MA, +C,-AR,) + r-1Q)-1 + Or-2Q)i-2t.... (8) 
Therefore, from equations (4) and (5), 


AMO =(X +C, + ADA-MA, + C,-AR,):-a,(X +C, +ADA-MA, +C,-AR,), 
— far-iQ)i-1 + ar-2(Q)i-e +...) 
= (X + C,).(1-a.) + (ADA, + ADA,),(1 — a.) - (MA, + AR, -C,).(1 - as) 
— [ae 1Q)i-1 tarexQret...J.... (6) 


Of this last equation the import coefficients, a, at+, Gt-2, Qt-s,.. . 
based on the assumed constant import ratio and income velocity, are 
known in advance. For example, for Ceylon, as given in Table 1, 
they are 0.53, 0.35, 0.09, and 0.03, respectively. Q:1, Qt. . ., being 
based on banking and balance of payments records, are also likely to 
be known as soon as each period is over, and are therefore part of 
the given data on which the policy decision can be made. The third 
component of the given data is the estimate of (X + C,) during the 
ensuing year. With these data available, the total magnitude of the 
policy variables ADA and (MA, + AR, - C,) appropriate for a target 
AMO can be easily determined with the help of equation (6). The 
allocation of this total magnitude between ADA and (MA, + AR, - 
C,) is a second policy decision on which will depend AR,, as will be 
seen from the following equation, derived from equation (4): 


AR, = (X + C,) - (MA, + AR, -C,) - MI. 
Substituting for MI from equation (5) and rearranging, we derive 


AR, = (X + C,).(1 - a) - (MA, + AR, -C,)i(1 — a2) — (ADA) cae 
— [ae i(Q)i-1 tarxQi2t...J.-.. (7) 


It also follows from equation (7) that, if the target variable were 
AR,, the appropriate magnitude of either policy variable, ADA or 
(MA, + AR, -— C,), may be determined only when the other is part 
of the given data. Since (MA, + AR, — C,) is more a function of 
government expenditure programs for the following year, a plausible 
assumption is that it is also known in advance. Then the magnitude 
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of the only policy variable, ADA, needed for a target AR, is easily 
determined from equation (7). 

In the statement below, the two equations are applied to Ceylon 
for the purpose of forecasting the amount of domestic credit creation 
in 1960 that would be appropriate for different target changes in 
money supply and external reserves respectively, on the assumption 
that (1) the forecast of (X + C,) for the year is Rs 2,150 million, 
and (2) the estimate of (MA, + AR, — C,) for 1960 is minus 
Rs 55 million.** 











(X + C,) -(MA, 
Given data + AR, -C,) 2,205 2,205 2,205 2,205 2,205 
Target variable AMO -50 -25 0 +25 +50 
Policy variable ADA -72 -19 34 87 140 
By-product AR, 22 -6 -34 62 -90 
MI 2,183 2,211 2,239 2,267 2,295 
YI 6,177 6,268 6,360 6,452 6,543 
Target variable AR, -50 —-25 0 +25 +50 
Policy variable ADA 63 16 -31 -78 -125 
By-product 4MO 13 -9 -31 -53 -15 
MI 2,255 2,230 2,205 2,180 2,155 
YI 6,412 6,330 6,248 6,166 6,084 





Tables 5 and 6 apply equations (6) and (7) for the years 1948-59 
to explain the observed changes in MO and in R, in terms of the 
actual (X+C,) and (MA, + AR, - C,), considered as the given data, 
and the actual ADA, considered as the policy variable. 

It is clear that often the domestic credit creation associated with 
a target AMO may produce an unacceptable AR, (and imports), 
and vice versa. If credit creation is the sole policy variable, then the 
best that can be done is to fix it at such a level as to achieve the best 
combination of AR, and AMO. If, however, a second policy variable, 
eg., (MA, + AR, — C,), is available, then target changes in R, and 
MO may be aimed at simultaneously. Thus in the above tabulations, 
if both an increase in MO of 50 and an increase in R, of 25 are aimed 
at for 1960, the appropriate magnitudes of the two policy variables, 
ADA and (MA, + AR, — C,) will be +25 and -170, respectively, 
obtained by solving the following simultaneous equations, derived in 
turn from equations (6) and (7), respectively: 


AMO = 50 = 0.47[2,150!4 - (MA, + AR,-C,) + ADA] - 1,052;18 (8) 
AR, = 25 = 0.47(2,150 - (MA, + AR, —C,)] - 0.534DA — 1,052. (9) 


18 This paper was prepared early in 1960, which accounts for the fact that 
the 1960 data are forecasts. 


14 (X¥ + C,); see Table 1, column for 1960. 
15 [ays (Q)e-1 + Gs-2 (Q)t-2+...]; see Table 2, column for 1960. 
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(MA, + AR, — C,) is a composite variable, and a change in its 
magnitude may be achieved by changing any one or all of its com- 
ponent parts. Thus, to change it from -55 to -170, government’s 
autonomous imports may be reduced and (C, — AR,) may be in- 
creased. 

The induced imports, MI, associated with ADA and (MA, + AR, 
- C,) of +25 and -170 may be easily ascertained by applying equa- 
tion (5): 


MI =a{(X + Cy): + ADA — (MA, + AR, —Cy)e) + [ae-1(Q) -1 + Or-2Q)e-2 +. - -] 
= 0.53[2,150 + 170 + 25] + 1,052 = 2,295. 


It should be remembered that total imports, M, are equal to the 
sum of autonomous and induced imports: 


M = MI + MA. (10) 


If a particular target for total imports, e.g., 2,200, is aimed at, 
jointly with a target of +50 for MO and +25 for R,, a third policy 
variable, like import restrictions, would be needed. Such restrictions 
and changes in them would influence total autonomous imports, MA, 
of which MA, would be a part. Autonomous imports (government or 
others) can be treated in the model as reducing the primary increase 
in money income,’® Q, caused by the other autonomous variables in 
the model, viz., exports, capital receipts, and credit creation and 
changes in government’s external reserves. Thus, the three equations 
may be written as follows: 


AMO = 50 = 0.47[2,150 - MA - (AR, -C,) + ADA] - 1,052; (11) 
AR, = 25 = 0.47(2,150 - MA - (AR, — C,)] — 0.534DA — 1,052; (12) 
M = 2,200 = 0.53[2,150 - MA - (AR, -C,) + ADA] + 1,052 + MA. (18) 


Solving these equations gives for the three policy variables, ADA, 
MA, and (AR,-C,), the values of +25, -95, and -75, respectively. 
If these magnitudes for the policy variables are not acceptable or 
practical, then the target variables will need to be altered so as to 
produce an acceptable combination of the policy and target variables. 

In most circumstances, however, a target AMO, determined on 
the basis of a projected rate of growth in the real product and the 
desired change in prices, together with a target AR,, would be suffi- 
cient criteria for a compensatory fiscal and monetary policy in coun- 
tries dependent on primary products. The necessary policy variables 
would therefore be only the net credit creation, ADA, and govern- 


_16See Polak and Boissonneault, op. cit, p. 365. The GNP/nonautonomous 
import ratio is again assumed to be constant. 
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ment’s deficit on its external transactions, (MA, + AR, - C,). Other 
target variables, and as many policy variables, like import restric- 
tions, price controls, etc., may be expected to be needed when there 
is a pronounced economic disequilibrium, resulting, for example, from 
inflation. 

The fiscal policy variables in the model are two, namely, ADA, 
and (MA, + AR, —C,). There are other aspects of fiscal policy, e.g., 
its impact on import propensity, the distribution of income, and the 
demand for money, which do not fit into the simplified model in its 
present form, since this assumes a constant import ratio and income 
velocity. However, the very simplicity of the model, and the fact that | 
the data on the limited number of variables involved are available | 
without time lag, enhances its practical usefulness as a predictive tool. 

















Controls on Capital Inflow 
Recent Experience of Germany and Switzerland 


Graeme S. Dorrance and E. Brehmer* 


ONTROLS on international capital transactions are usually 
considered as synonymous with controls designed to prevent 
an outflow of capital. However, in the years before 1939, a few 
countries attempted on occasion to restrain the inflow of foreign capi- 
tal. More recently,? while restrictions on capital outflows have been 
steadily relaxed in many countries, in 1960.Germany and Switzerland 
adopted positive policies designed to limit the inflow of foreign capital. 
The Deutsche Bundesbank has intervened in the forward exchange 
market since early in 1959. The original purpose of this intervention 
was to encourage the German banks to hold foreign assets. After 
mid-1960, the authorities also wished to produce the congruent effect 
of discouraging covered interest arbitrage investment by nonresidents 
in Germany. Examples of earlier interventions in the forward market 
by authorities in a number of countries are discussed in the Appendix 
to this article. On June 3, 1960, the Bundesbank introduced a new 
group of measures, designed to restrain inflationary pressures in Ger- 
many and, at the same time, to discourage the inflow of foreign funds. 
On August 18, 1960, the Swiss National Bank reached an agreement 
with Swiss deposit-money banks which, in effect, limited the rights of 
nonresidents to hold sight deposits with Swiss banks or to purchase 
Swiss securities, and imposed a charge on short-term deposits owned 
by nonresidents. 

While these German and Swiss policies were similar, they were 
adopted to meet significantly different situations. Speculation regard- 
ing a possible appreciation of the deutsche mark undoubtedly con- 
tributed to the flow of short-term funds to Germany. However, at 
the time that action was taken, interest rates in Germany were higher 
than in other countries; consequently, simple market forces were 


*Mr. Dorrance, Chief of the Finance Division, has been a lecturer at the 
London School of Economics and a member of the staff of the Bank of Canada. 

Mr. Brehmer, economist in the Finance Division, is a graduate of Kiel Univer- 
sity and was formerly a member of the staff of the Deutsche Bundesbank; he is 
the author of Struktur und Funktionsweise des Geldmarktes der Deutschen Bundes- 
republik seit 1948. ’ 

1This article was completed in February 1961. It takes account only of 
events preceding the appreciation of the deutsche mark and Netherlands guilder. 
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attracting short-term investments by nonresidents and discouraging 
Germans from investing abroad. At the time that Switzerland took 
action, Swiss interest rates were lower than in any other important 
capital market. Hence, the flow of funds which these Swiss policies 
were intended to retard resulted primarily from speculative forces 
and from fears of political instability in other countries. 


German Action 


In 1959, interest rates in Germany were below those prevailing 
abroad. Thus, until October, call money rates at German banks were 
approximately 21% per cent,? while the rate on 90-day U.S. Treasury 
bills was higher throughout the year, rising to 414 per cent by Decem- 
ber. In the United Kingdom, France, and Canada, also, short-term 
rates exceeded those prevailing in Germany. With nonresident-owned 
balances in all the highly developed money markets convertible, the 
spread in interest rates provided an inducement for German residents, 
particularly the banks, to invest in short-term foreign assets. How- 
ever, as the holding of claims denominated in foreign exchange in- 
volves an investor in an exchange risk, German banks might be 
expected to invest abroad only if their foreign position could be 
covered in the forward exchange market. In the normal course of 
events, this protective action would have resulted in forward ex- 
change falling to a discount in terms of the deutsche mark. The 
Bundesbank wished, at this time, to restrict the liquidity of the econ- 
omy, and the high and rising level of the country’s gold and foreign 
exchange holdings freed the Bank from international liquidity re- 
straints. Hence the Bank was prepared to encourage the deposit- 
money banks to acquire short-term foreign assets. If the forward 
exchange rates could be prevented from going to a discount, the inter- 
est rate differential could exert its full effect as an inducement to 
short-term foreign investment by Germans, and a similar discourage- 
ment to foreign investment in Germany. The Bundesbank therefore , 
intervened in the exchange market to maintain the forward rate for 
the dollar at a level close to the spot rate.® 

It is impossible to measure the effects of this policy on the deci- 
sions of the banks. However, it ensured that Germans were able to 
obtain most of the benefit arising from the interest differentials be- 
tween Germany and other countries. German banks took advantage 
of these differentials. As indicated in Table 1, their short-term for- 


2 Unless stated otherwise, all the data in this article are taken from Inter- 
national Monetary Fund, International Financial Statistics. 
8 See, for example, Deutsche Bundesbank, Monthly Report, January 1960, p. 5. 











“(6961 JO pue oY} 48 TOIT ZOZE 
04 poyunours ‘eyep 1048] 94) UI PepNyou! you pu yuouIMIEACD UBULIELT Oy} Aq Play ‘sUTTETO O84}) NAA OY) Jo UOHEpmNby oy} wos Says sumTE[O sopNpoUy ¢ 
*1BBQ 0} UI sYUBG sepNpoxg + 

*yuBqsepung eyos;neq 043 Jo sjiodoqy Azyzuozy OY} WOIZ O18 YOIYA ‘yIBUI OyOSNep 
Ul pejonb syuvq AououI-yreodep ey} JO SaIZITIqQUI] 10J o804} 4dooxe ‘soseyMIG pDIOUDULY PDUCHDULAZUT ‘PUN AIBJOUOW [BUOT}wUIE,U] THOT; OI BBC] :sa0InDg 





























ng 
ok 


nt 
les 
eS 


9°62 o-0e $°6z 2°8s Lad L°le L°9% V9 est he 82s SS ss uoMIsod ION 
sI- a I- sI- v°s- 8°s- oe- os- 6s 6s- 6s- a I- OI- vs- 
rs se 4 Ly ie 4 m4 a 4 VP Vy ov ev sé Le o¢ SOryTTQery 
ee ee ik sT oT 1 oe vl a1 er rT 9s bd UT 8} 
3 squeg Aouoyy-y190deq 
3 vis os Vrs ors oe 6°0E o°oe 0°62 2°8e Sle O'*~ vcs s°sz 
z £0 £0 £0 +0 $0 +0 +0 50 +0 s°0 9°0 40 Or Sorat qery 
S «ie ote wis Ooze “re ere v'0E 62 9°82 8°4z OFS 14 S92 s}0ssy 
yueqsepung eqos;neq 
a yIvar eyosynep unig ——+ 
& 
= T9s‘9 §6 9989S OF D zze‘s) Ss ose’s =—sCdbL‘S «= 69%'S 9 69tS )= O'S Ss LEL‘S =H Lot 20'S uoNsog 39N 
Oo OMF- s8z- IWw- 808- 8219- $sz- 6LL- 869- 969- $69- ¥6e- 8éz- s9s- 
AZ 98 998 10s 898 868 SLE LLB 698 SLE ILE 408 991 ogt se1oUeLIND UF1d10,J 
oO 066 964 968 768 68L Z OLL 90L OSL VTL 604 984 9L9 yisur eyosyned 
Uy peysurmoued 
8 G92'T 190'T 9ZI'T Zot TE0'T SI0'T sF0'r $L6 rOO'T 6IO'T 916 168 928 soryTqery 
oO se 922 S89 bSE ge 092 692 926 ole Ze 229 6s9 19% 8 
=] syueg Aouoy-s1sodeq 
5, Too‘z 1s9°9 185°9 seo9 = 80S°9 ss $68°9) «Ss B49 Ss L96‘S = aeL‘S)=zEHS = S6S*F sep'y cr9's 
9 iw 69 62 zor, 16 08 06 28 46. GOL 2, 86 68 son TqerT 
Z80'L 022'9 099°9 zez9 8 669°9 $249'9 see'9 +90'9 6I8'S IF9'9 219'F ees' eveZ'sS sjossy 
yavqeepung eyor}neq 
SIBTOP *S°N FONT — 
“WA qeqS “USE ‘oq = AON 90 “dog “BMY “IME una *00q *00q 
T1961 09st 6S61 18961 
WGLSAG ONTANVG AHL JO NOILISOT ALIMAVI'T: GNV LaSsY NOIMYOT -ANVNUGAY) JO OLTANdaY Ivadaay “[ AIavy, 
= St 2k aici oa ee 











430 INTERNATIONAL MONETARY FUND STAFF PAPERS 


eign assets more than doubled during 1959. There is no information 
regarding the proportion of these holdings that was covered through 
forward operations with the Bundesbank. However, as the net foreign 
exchange position of the banks‘ increased from a little over $100 mil- 
lion to over $500 million, it is reasonable to assume that a large part 
of this investment by the banks was covered against exchange risks. 

The situation changed radically in 1960. In February, short-term 
interest rates in Germany rose above comparable rates in the United 
States. Hence, international interest rate differentials provided the 
banks with an inducement to realize their foreign investments and 
sell the exchange proceeds to the Bundesbank, thereby increasing 
their domestic liquidity. At the same time, nonresidents could profit 
by switching short-term investments to Germany, thus further aug- 
menting the foreign reserves of the Bundesbank and the liquidity of 
the deposit-money banks. Table 1 indicates that the German banks 
reacted to these incentives and reduced their net foreign exchange 
positions by $450 million in the first half of 1960. Simultaneously, 
as shown in Table 2, nonresidents purchased more than DM 250 mil- 
lion of German securities. These flows contributed, in part, to the 
rise in the cash reserves of the German banks from DM 9.1 billion 
at the end of January 1960° to DM 12.3 billion at the end of June 
1960. Despite several increases in the minimum reserve requirements 
applied to the deposit-money banks, they were willing to increase 
their credit to the private sector from DM 114 billion at the end of 
1959 to DM 122 billion at the end of June. 

On June 3, 1960, the authorities took action on three fronts to 
restrict the liquidity of the banks:* (1) They increased the discount 
rate and raised the reserve requirements applicable to the deposit- 
money banks. (2) They took direct action to restrain the inflow of 
private capital. (3) They intervened in the forward market in an 
attempt to make covered short-term investment in Germany less 
profitable. The first of these measures is outside the purview of this 
article; the second will be discussed later. 

Just as, in the absence of Bundesbank intervention, the excess of 
USS. interest rates over German interest rates would have driven the 
forward rate for dollars to a discount in German markets during 1959, 
so in 1960 the excess of German rates over U.S. rates should have 


4 Defined as the excess of their assets denominated in foreign currencies over 
their liabilities denominated in foreign exchange. 

5 The figure of DM 11.0 billion for the end of 1959 is obviously a “window 
dressed” total. 

® See International Monetary Fund, International Financial News Survey, 
Vol. XII, pp. 382-83 and 488. 
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driven the forward rate for dollars to a premium. Such a premium 
developed in March, April, and May. However, from June, specula- 
tion regarding the future of the deutsche mark-dollar exchange rate 
moved the forward dollar to a discount. That is, nonresidents were 
able to profit not only from the spread between German and other 
interest rates, but, on the maturity of their investment, they could 
acquire more foreign exchange from the reconversion of the deutsche 
mark proceeds of their original transfer than they had previously 
converted into deutsche mark. In an attempt to offset the effects of 
this discount, as a stimulus to foreign investment, and to discourage 
German importers from financing their requirements abroad, the 
Bundesbank announced on August 24 that it would buy forward 
dollars at a premium equivalent to 1 per cent per annum. On Sep- 
tember 26, it raised the premium to the equivalent of 114 per cent 
per annum, but on November 11 restricted its operations to swap 
transactions with banks willing to hold foreign balances. 


The Bundesbank’s intervention in the forward market was only a 
part of its program designed to limit the inflow of foreign short-term 
capital. Its more important measures were direct interventions in 
the operations of the banks. On June 3, it took the following actions: 
(1) prohibited the payment of interest on new deposits, with German 
banks, owned by nonresidents (other than savings deposits held by 
individuals), and prohibited the payment of interest on the renewal 
of time deposits owned by nonresidents after their original term had 
expired; (2) prohibited the sale to nonresidents of short-term secu- 
rities and of any other securities under repurchase agreements; 
(3) made all nonresident liabilities of German banks subject to re- 
serve requirements (previously, deposits denominated in foreign cur- 
rency had been subject to reserve requirements only to the extent 
that they exceeded the foreign short-term assets of the banks con- 
cerned); (4) made the liabilities of the banks arising out of guaran- 
tees given for their customers’ borrowings abroad subject to the 
reserve requirements. The first two of these restrictions were direct 
attempts to deter the inflow of foreign capital. The fourth was 
an attempt to limit German borrowing abroad. Since many banks 
held foreign assets in excess of their foreign currency deposit liabil- 
ities, they were free to augment their domestic liquidity by accept- 
ing additional deposits in this form (selling the accruing foreign 
currency to the Bundesbank) without increasing their required cash 
reserves. Hence, the third restriction was imposed. 


The direct restrictions on the inflow of foreign capital and the 
Bundesbank’s intervention in the forward market were approximately 
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coincident. It is therefore impossible to assess their separate effects. 
However, as Table 1 shows, the foreign assets of the deposit-money 
banks fell only slightly after the end of June 1960, and rose in the 
last quarter of the year. It is significant, however, that the premium 
on forward exchange did not encourage the banks to rebuild their 
foreign assets to levels close to those prevailing at the beginning of 
the year. Their reluctance to do so is readily understandable. Short- 
term interest rates in Germany were at least 2 per cent per annum 
higher than in the United States from June onward, and almost 3 per 
cent higher in October. But in January 1961 this spread narrowed, 
and even though the Bundesbank lowered its swap premium to the 
equivalent of 1 per cent per annum on January 20, the difference 
between U.S. and German rates became marginally smaller than this 
premium. During this month, the German banks almost doubled 
their foreign assets. Between the end of June and November 1960, 
the liabilities of these banks to nonresidents remained relatively 
stable: the increase in the first half of the year was not continued. 
However, in December, nonresident-owned deposits rose markedly. 

Further, the data in Table 1 probably overstate the net effect of the 
Bundesbank’s action. It is likely that the decline in the foreign 
assets of the deposit-money banks would have decelerated in any 
event. Having large foreign liabilities, these banks would be expected 
to maintain some foreign assets. It is difficult to know if total foreign 
assets at the end of June were much more than adequate cover for 
the outstanding liabilities. The statistics, as recorded, cannot indicate 
any evasion of the ban on interest payments to nonresidents by the 
transfer of nonresident-owned deposits to the nominal ownership of 
German intermediaries.’ Finally, as suggested by Table 2, the 
Bundesbank’s action probably changed the form taken by the capital 
inflow. Nonresident purchases of German longer-term securities in- 
creased markedly in the third quarter of 1960, and continued at higher 
levels in the fourth quarter. It is significant that the private capital 
transactions recorded in Table 2, other than “leads and lags,” which 
had absorbed almost DM 200 million of the capital outflow from Ger- 
many in the first six months of 1960 (i.e., approximately the period 
prior to the Bank’s action), contributed DM 1.8 billion of capital 
inflow in the last half of the year. 

This inflow of capital, plus Germany’s continued surplus on cur- 
rent account, resulted in an increase in the Bundesbank’s foreign 


™ Transactions of this type may account for part of the large size of the 
“errors and omissions” entries for the last half of 1960, which are recorded in 
Table 2 as “Changes in terms of payment.” 
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assets from DM 27.8 billion at the end of June 1960 to DM 31.3 bil- 
lion at the end of October. The increase in foreign assets in the last 
half of the year was equal to nearly half of the total of its domestic 
assets (viz., DM 9.1 billion) at the end of June 1960. That is, the 
Bank was, in fact, unable to offset the increase in the deposit-money 
banks’ liquidity arising from the inflow of foreign exchange. In an 
attempt to regain control over the liquidity of the economy, by stem- 
ming the inflow of foreign capital, the Bundesbank acted on No- 
vember 11, and again on January 20, 1961, to make German interest 
rates less attractive to foreign investors. In order to restrict the 
liquidity of the economy, the Bank lowered its discount rate from 5 per 
cent to 4 per cent, and then to 31% per cent. 


Swiss Action 


In the period prior to 1939, when “hot money” was flitting between 
major capital markets, the Swiss authorities attempted to stem the 
inflow of short-term funds, most of which were likely to be with- 
drawn with the next change in the winds of speculation. Between 
1937 and 1939, nonresident holders of short-term balances were 
charged a percentage fee on their holdings; this was equivalent to 
charging a negative rate of interest. This policy was adopted again 
in 1950 and 1951, and from 1955 to 1958. In some respects, the im- 
position of a negative rate of interest on nonresident balances is 
comparable to intervention to maintain the forward foreign exchange 
rate at a discount. In the past, these policies proved relatively un- 
successful in halting the inflow of short-term capital. As the inflow 
of foreign funds to Switzerland has been motivated primarily by 
speculation, fears of war, or fears of political instability in other 
countries, the relative ineffectiveness of these policies is not surprising. 

In mid-1960, the Swiss authorities were faced with a problem 
similar, in some respects, to that facing the Germans. For the previous 
few years, there had been a net flow of capital from Switzerland. In 
the first half of 1960, this outflow continued. In July, the movement 
was reversed, and capital, particularly funds for investment in short- 
term assets, started to move to Switzerland. Whereas official holdings 
of gold and foreign exchange had declined by a little over $100 million 
in the 12 months ended June 1960, they rose by more than $400 mil- 
lion in the last half of the year. This inflow was reflected in an 
increase in the liquidity of the deposit-money banks. The cash 








~—_—— oF} 


—— _—_—— SE lel 

















CONTROLS ON CAPITAL INFLOW 435 


reserves of the banks that publish accounts rose by almost 20 per cent 
in July and by almost 5 per cent in August, despite contractionary 
open market operations by the National Bank. 

The authorities, fearing that the economy would be subjected to 
excessive inflationary pressures, decided to stem the inflow of capital 
by administrative methods. On August 18, 1960 the National Bank 
and the commercial banks reached a one-year agreement which pro- 
vided, among other things, that the banks would act as follows:* 
(1) refuse to accept sight deposits from foreigners and require that 
all foreign deposits received after July 1, 1960 be held for at least three 
months; (2) convert any time deposits into foreign exchange, or into 
Swiss francs for the purchase of foreign securities, on demand; 
(3) pay no interest on any foreign deposit accounts, and subject all 
deposits for terms of less than six months owned by nonresidents to 
a commission of 4 per cent for each quarter, i.e., short-term foreign- 
owned deposits in Swiss banks were to carry negative interest of 
1 per cent per annum; (4) refuse to sell Swiss securities to nonresi- 
dents, and discourage these transactions from taking place through 
other channels. 

In spite of this agreement, the flow of foreign capital to Switzer- 
land persisted. The monetary system added to its foreign exchange 
holdings each month. In part, this inflow may have reflected evasion 
of the regulations. In part, nonresidents may have taken advantage 
of the right to acquire time deposits, maturing in more than six 
months, which were not subject to the commission, but which could be 
converted, on demand, into foreign exchange or foreign securities. 
Further, no restrictions were imposed on the repatriation of capital 
by Swiss residents. Between June and September 1960, U.S. short- 
term liabilities to Swiss residents declined from $939 million to $806 
million (the total holdings of foreign exchange by Swiss authorities 
were stable in this period, at $130 million). 

As a result, the liquidity of the banking system continued to in- 
crease, after the agreement was effected. The impact of the resulting 
inflationary pressures was evidenced by the 8 per cent rise in the 
money stock between August 1960 and the end of the year, and by 
continued very low interest rates in Swiss capital markets. On Sep- 
tember 18, in a further attempt to reduce the liquidity of the econ- 
omy, the authorities announced an issue of Sw F 400 million of special 
securities for sale to the banks, as an action to absorb their excess 


8See International Monetary Fund, International Financial News Survey, 
Vol. XII, pp. 470-71. 
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reserves. The 1960 experiment does not appear to have been any more 
effective in limiting short-term capital movements than were attempts 
in earlier years. 


Conclusion 


The German authorities may have achieved a modicum of success 
in their attempts to stem an inflow of capital, which was primarily 
motivated by the opportunity to earn a higher income on investment 
in Germany than in other countries. In effect, the actions of the 
authorities reduced the profitability of some forms of investment in 
Germany and thereby lessened that part of the flow which was directly 
affected by the regulations. The major effect of this policy may have 
been to change the form of, rather than to bring about the desired 
reduction in, the flow of capital to Germany. The Swiss, in attempt- 
ing to halt a flow motivated largely by fears of political or monetary 
instability, appear to have been even less successful. Both experi- 
ments suggest that the problem of controlling movements of short- 
term funds among developed capital markets with convertible cur- 
rencies cannot be solved by relatively simple measures. 

The German experience suggests that short-term funds, moving in 
response to interest differentials, may easily produce a liquidity effect 
on the economy contrary to that which domestic monetary policy 
intended to create. In the absence of international action, the possi- 
bility of flows of interest-sensitive short-term capital between coun- 
tries with convertible currencies may limit the freedom of national 
authorities to implement monetary policy. 


APPENDIX 


Intervention in the Forward Exchange Market 


Official intervention in the forward exchange market antedates the 
international financial crisis of 1907. In earlier years, the Austro- 
Hungarian Bank had intervened in the forward market on a small 
scale, but in 1907 it engaged in large operations to support the for- 
ward value of the krone, thereby guaranteeing potential speculators 
against loss. This action was taken to discourage capital outflow 
and, if possible, to encourage capital inflow. Between 1923 and 1925 


® For a discussion of this incident, see Paul Einzig, The Theory of Forward 
Exchange (London, 1937), pp. 329-40. 
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the Austrian National Bank,!° from the mid-twenties until the 
present’? the Bank of Brazil, during 1935 and 1936 the Swiss National 
Bank,'* in 1936 the Bank of France,’* and in 1957 the National 
Bank of Belgium?® and the Netherlands Bank*® all engaged in for- 
ward operations. These central bank actions were intended to provide 
investors with direct incentives so that capital outflows would be dis- 
couraged and, perhaps, some inflow encouraged, at times when the 
national reserves were under pressure. 

In 1925 and 1926, both the Bank of France and the Italian Treas- 
ury intervened in their respective forward markets to maintain the 
spot rates.17 By selling exchange forward, the authorities hoped to 
lower the demand for spot exchange and in this way to support the 
exchange value of the franc and the lira. Part of this support was 
provided by permitting speculators to take options for future capital 
payments, thereby reducing the present demand for exchange on the 
part of owners of short-term capital. The Bank of France took simi- 
lar action again in 1936.1* For a short period in 1931, the British 
attempted to defend the parity of the pound by similar intervention.?® 
There is a hint, in an answer to the Radcliffe Committee, that the 
U.K. Exchange Equalization Account has engaged in similar action 
in recent years.2° From 1939 until 1950, the Canadian Foreign Ex- 
change Control Board pegged the forward rate, i.e., intervened in 
the forward market, as part of its policy of pegging the spot rate.?? 
In 1958, the Central Bank of Argentina also intervened in the forward 
market, to protect the spot rate, by providing exchange guarantees to 
importers.?? 


10 Tbid., pp. 341-47. 

so Ibid., p. 348. 

a3 5 a Monetary Fund, Summary Proceedings of the Fifteenth 
Annual Meeting of the Board of Governors (Washington, 1960), p. 62. 

18 aoe op. cit., p. 374. 


154. E. Jasay, “Forward —- The Case for Intervention,” Lloyds Bank 
Review (London), October 1958, p 

* De Nederlandsche Bank vv? ” Report for the Year 1967 (Amsterdam), 
p. 149. 

17 Binzig, op. cit., pp. 369-70. 

18 Ibid., p. 374. 

19 Ibid., pp. 371-73. 

20 Committee on the Working of the Monetary System, Minutes of Evidence 
(London, HMSO, 1960), Question 3212. 

21 When the Canadians ceased to peg the exchange rate at the end of Sep- 
tember 1950, the Exchange Fund was committed to buy US$412 million at the 
pre-existing rates. The official spot holdings were $1,790 million. Bank of 
Canada, Statistical Summary, Financial Supplement 1965 (Ottawa), p. 52. 
roeean?, £ Central de la Reptiblica Argentina, Memoria Anual (Buenos Aires, 
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Other central banks have intervened in the forward market for 
reasons different from those discussed above. Thus, it is thought that, 
in the years prior to 1939, the National Bank of Czechoslovakia inter- 
vened to even out seasonal variations in the forward rate.?* 

Insofar as these operations were intended to influence short-term 
capital movements, they were, on the whole, designed to minimize 
capital outflows. In 1935, the Netherlands Bank acted to curb an 
inflow. At that time, the Bank discouraged the commercial banks 
from entering into forward sales contracts for noncommercial trans- 
actions when the guilder stood at a discount. As a result, the forward 
guilder rose to a point where covered capital exports by Dutch resi- 
dents became relatively profitable. Consequently, there was an out- 
flow of short-term capital from the Netherlands.** 


23 Hinzig, op. cit., pp. 347-48. 
24 Ibid., pp. 375-76. 























International Liquidity: Ends and Means 


J. Mareus Fleming * 


COUNTRY’S external liquidity consists of such resources as 
are readily available to its monetary authorities for the pur- 
pose of financing deficits in its balance of payments and defending 
the stability of its rate of exchange. These resources may take the 
form of liquid assets, such as gold and foreign exchange, or of facil- 
ities for borrowing such assets from abroad. 
\ The first part of this paper sets forth criteria for determining, in 
principle, the most desirable aggregate amount, composition, and, to 
a lesser extent, country distribution of external liquidity in the world. 
The second part deals with the instrumentalities that are, or might 
conceivably be, used to attain or approach these optima.| 
Much that has been written in the postwar period about the ade- 
quacy of world reserves or world liquidity would appear to rest on 
uncertain logical foundations. One frequent approach is to estimate 
a figure for required or optimal reserves, by starting from some past 
date when total reserves are supposed to have been roughly satis- 
factory and adjusting this total for the growth in the value of world 
trade between the base date and the present time. While the value 
of world trade is, admittedly, a relevant consideration, there are many 
other dynamic factors affecting the need for reserves. This is empha- 
sized in many of the writings in which such historical comparisons 
appear. It is not surprising, therefore, that calculations starting 
from different base dates, at each of which reserves may have been 
roughly satisfactory, yield enormously different results. Moreover, 
if it is possible to say that reserves were or were not adequate at the 
base date, one wonders if it is not possible to apply the same criteria 


*Mr. Fleming, Adviser in the Department of Research and Statistics, is a 
graduate of Edinburgh University. He was formerly a member of the League 
of Nations Secretariat, Deputy-Director of the Economic Section of the U.K. 
Cabinet Offices, U.K. representative on the Economic and Employment Com- 
mission of the United Nations, and Visiting Professor of Economics at Colum- 
bia University. He is the author of numerous articles in economic journals. 

1¥or example, see United Nations, Department of Economic Affairs, Measures 
for International Economic Stability (New York, 1951), pp. 32-33; Roy F. 
Harrod, “Imbalance of International Payments,” Staff Papers, Vol. III 
(1953-54), pp. 2-4; “The Adequacy of Monetary Reserves,” Staff Papers, Vol. III 
(1953-54), pp. 198-213; International Monetary Fund, International Reserves 


' and Liquidity (Washington, 1958), pp. 14-30; Robert Triffin, Gold and the 


Dollar Crisis (New Haven, 1960), pp. 38-41. 
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to the present situation and judge the adequacy of present reserves 
less indirectly. Another approach is to estimate the world’s need 
for reserves on the basis of the amounts that individual countries 
would need if they were to behave appropriately (by some standard) 
with respect to the various types of payments fluctuations they may 
have to face.? It should be fairly obvious, however, that any fruitful 
approach to this problem must be based not on how countries ought 
to behave but on how they actually behave. A third approach that is 
sometimes adopted is to estimate optimal world reserves by adding 
together the reserves that individual countries show, by their be- 
havior, they would like to hold. Sometimes this seems to mean merely 
that whatever is, is right. Countries should have the reserves they 
effectively demand, and what they effectively demand is shown by 
what they actually have. In the more sophisticated variants of this 
theary, the adequacy or inadequacy of reserves, relative to the de- 
mand for them, is said to be shown by the policy reactions of govern- 
ments.* This is getting nearer to the truth, but is still somewhat 
wide of the mark. Policy reactions are relevant to the question of 
reserve adequacy, not so much because of their symptomatic signifi- 
cance (i.e., because they show that the country would like to have 
larger or smaller reserves) as because they have effects on the welfare 
both of the country in question and of other countries. 


I. Criteria for Determining Amount, Composition, 
and Distribution of External Liquidity 


Our own approach, therefore, is to go back to first principles and 
consider the probable effects of any change in liquidity on the eco- 
nomic welfare of the world. Liquidity is optimal if no change having 
a desirable effect on economic welfare can take place. Of course, 
there are various types of international liquidity and near-liquidity, 
and the most desirable aggregate amount of liquidity will depend 
on the proportions in which these various types are combined, and 
on their distribution among countries. It will therefore be a function 


2 Traces of this approach are found rather generally in the literature. How- 
ever, it appears most prominently, perhaps, in “The Adequacy of Monetary 
Reserves,” op. cit., pp. 185-91. 

3 See International Reserves and Liquidity (cited above), pp. 42-43; Com- 
mittee on the Working of the Monetary System, Principal Memoranda of 
Evidence, Vol. 3 (London, 1960), Memorandum of Evidence Submitted by 
Mr. A. CL. Day, pp. 71-76; T. de Vries, ‘ ‘International Liquidity,” Economisch- 
Statistische Berichten, September 24, 1958, pp. 728-33. 
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of the particular methods by which the amount of liquidity in the 
world is varied. However, to start with, we can ignore all that and 
assume only one type of international liquidity—a reserve asset of 
some sort—and one method by which the supply of this reserve asset 
can be varied, presumably by the act of some international organiza- 
tion or by some intergovernmental decision. 


PoLICY EFFECTS OF RESERVE CHANGES 


As it happens, practically all the important economic effects of 
reserve changes come to pass by way of their effects on national 
policies; namely, monetary and budgetary policies, policies with 
respect to restrictions on international trade and capital movements, 
and policies with respect to exchange rates. The main exception to 
this is the direct effect that the amount of national reserves has on 
private international capital movements of a speculative type. But, 
even here, the direct effect is probably minor, owing to the widespread 
tendency of monetary authorities to offset the effects of such move- 
ments on the money supply and on interest rates. Since these move- 
ments tend to accentuate the inadequacy of already inadequate 
reserves by transferring them from countries that need them to coun- 
tries that do not, their main importance probably is to reinforce the 
effect on government policies that changes in aggregate reserves 
would, in any event, tend to exercise. 
™ Any increase in countries’ reserves relative to the amounts that 
they consider it desirable to hold will encourage (1) more expan- 
sionary financial policies, particularly monetary policies, (2) less 
severe restrictions on imports and capital imports, and (3) less fre- 
quent resort to currency devaluation (or increased resort to revalua- 
tion). Since in any given country these reactions are likely to be 
stronger if that country is in an adverse than if it is in a favorable 
payments situation, an increase in actual, relative to desired, reserves 
will evoke an increased tendency to meet payments fluctuations 
by the use of reserves rather than by variations in financial policies, 
restrictive policies, or exchange rates.) 

Up to World War II, the adequacy of world reserves or of gold 
supplies was judged primarily with reference to effects on the stock 
of money and on the trend of prices. In the course of the interwar 
period, however, with the spread of quotas and the breakdown of the 
gold standard, it became clear that the level of reserves acted not 
only on prices and employment but also on trade restrictions and ex- 
change rates. In the early postwar period, when there was no longer any 
question of an automatic link between reserves and money supply, 
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discussion tended to highlight the bearing of international liquidity 
on the freedom of international transactions. It is important, how- 


ever, that all types of policy reaction should be held in mind simul- 
taneously. 


DIMINISHING MARGINAL UTILITY OF INCREASES IN RESERVES 


An evaluation of increases in reserves involves both factual and 
ethical judgments, on which opinions may differ. Most people, how- 
ever, would consider liberalization of imports to be, in general, desir- 
able, and monetary expansion to be good or bad according as condi- 
tions are otherwise deflationary or inflationary. The effects on 
exchange rate policy would be good to the extent that exchange 
depreciations in the face of short-run or cyclical payments weakness 
are avoided, and bad insofar as adjustments to more fundamental 
disequilibria are postponed.* As reserves rise, in any given set of 
circumstances, the marginal effects of raising them further will prob- 
ably dwindle, in the sense that a given increase from a high level will 
have a less powerful impact on policy and will react less quickly on 
the balance of payments than would a similar increase from a lower 
level. Moreover, their character will alter and their welfare signifi- 
cance will change. After abnormal restrictions on imports have been 
removed, further liberalization becomes less likely and less important. 

‘ The higher the level of reserves, the less likely are the expansionary 
effects on monetary policy of further reserve increases to exercise 
a useful effect on the economy, and so on. Generally speaking, there 
is a diminishing, and ultimately a negative, marginal utility of 
reserve increases; it is this that ensures the existence at any time of 
an optimal level. In a generally deflationary situation, when no 
amount of reserves can do much harm, the optimum will be a gentle 


eminence in a plateau; only in a generally inflationary situation will 
it be more like a peak. 


TIME-HORIZON OF EFFECTS OF RESERVE CHANGES 





The policy effects of any general change in the level of international | 


reserves, though partly temporary, may nevertheless extend quite 
far into the future; and some of them may be permanent. On certain 
assumptions, however, all the policy effects of a general change would 
be temporary. Starting from a position of constant prices, an increase 


* There will, of course, be differences of view as to the relative emphasis to 
be put on price stability and full employment in judging the presence or absence 
of inflation, and as to the degree of exchange rate stability deemed desirable. 
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in. reserves would result in expansionary monetary policies, rising 
prices, @ rising value of international transactions, and a rising de- 
mand for reserves, which would continue until the demand for reserves 
had caught up with the supply and the inflation came to a stop. 
In the end, according to this view, prices and reserves will have in- 
creased in the same proportion, and any increase in production or 
liberalization that may have occurred in the transition to the higher 
price level will be reversed. This, however, does not appear to be 
a realistic picture of how reserve changes act on the economy. Some 
of the effects of such changes—on restrictions, on exchange rates, on 
investment, on output, on ways of dealing with disequilibria—may 
well be virtually permanent. 

In any event, the effects of any given reserve change clearly take 
a long time to manifest themselves in full. There is, first of all, the 
interval that probably elapses between the change in reserves and 
the change in official policies, then the time it takes for the policies 
themselves to take effect on activity and trade, and then the period 
during which prices are adjusting themselves. Finally, there is, possi- 
bly, a period during which costs adjust themselves to the new demand 
situation. One corollary of this is that to evaluate the effects of any 
once-for-all reserve change would require a forecast of its effects 
extending over several years. The making of such a forecast would 
be difficult enough under the most stable economic conditions. The 
difficulty is further increased by the fact that both the response of 
governments to given reserve changes and the desirability of given 


responses are constantly changing with changes in the general eco- 
nomic situation. 


DYNAMIC FACTORS AFFECTING NEED FOR RESERVES 


In the two preceding sections, we have spoken loosely of the de- 
mand for reserves as if it were an absolute magnitude, and of the 
equality or inequality between the demand for and supply of reserves 
as being manifested by the trend of prices. However, it would be 
more in keeping with the analysis in this paper to regard the ratio 
between the demand for and the supply of reserves as tending to 
affect the policies adopted in a variety of spheres. If this is done, 
we can no longer hope to quantify the demand for reserves as such 
but only the changes in that demand. Thus, a country’s demand for 
reserves may be said to increase if, without any change in the amount 
of its reserves, developments occur in its monetary, commercial, and 
exchange policies similar to those which would have been evoked by 
a decline in reserves. ‘ More precisely, if a country’s demand for 
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reserves rises (or falls) by the same amount that its supply rises 
(or falls), and if other factors affecting policies remain unchanged, 
the policies themselves will not alter. Other things being equal, a 
change in the demand for reserves will involve a similar change in 
the need for (i.e., the optimal level of) reserves. However, changes 
in economic conditions may alter the need for reserves quite apart 
from any effects they may have on the demand for reserves._ 

Space does not permit an extensive discussion of the various dy- 
namic factors affecting the demand, or the need, for reserves. One 
obvious trend factor is the growth in the value of international_trans- 
actions. Any increase in the level of these transactions, given their 
composition and degree of stability, will tend to evoke a proportionate 
increase both in the demand for and in the need for reserves.° Again, 
anything that increases the magnitude (relative to the value of inter- 
national transactions) of international payments deficits of a short- 
run or cyclical character will tend to increase the demand, and the 
need, for reserves.) On the other hand, the emergence of persistent 
disequilibria in international payments, though likely to evoke some 
of the policy reactions characterizing an increase in the demand for 
reserves, may not lead to any increase in optimal reserves since 
higher reserves, while tending to mitigate policies of deflation or 
restriction in deficit countries, would also tend to delay a desirable 
adjustment of overvalued currencies. 

The emergence of deflationary tendencies in the world economy 
might well involve, at first, a substantial increase in the optimal 
level of reserves, both because of the international disequilibria with 
which it would probably be attended and because of the importance 
of assisting governments in their efforts to counteract the deflationary 
pressures. However, in the longer run, insofar as the deflationary 
tendencies, while themselves disappearing, leave behind them a per- 
manent legacy of lower prices in the world, the need for reserves will 
be pro tanto reduced. 

The initial effect of the emergence of inflationary conditions on the 
optimal level of reserves is more doubtful than the effect of defla- 
tionary tendencies: considerations of anticyclical policy would favor 
a reduction of reserves, while the attendant payments disequilibria 
would argue for an increase. In the longer run, the effect would be 
to increase the need for reserves. 

Changes in policy attitudes directly affect the demand, and hence 


5 More precisely expressed, the increase in demand for reserves will tend to 
bear the same proportion to the pre-existing amount of reserves as that by which 
the value of transactions increases. , 








ee 


a 


INTERNATIONAL LIQUIDITY: ENDS AND MEANS 445 


the need, for reserves. ‘Thus the optimal level of reserves will be 
increased, at any rate initially,® by an intensification of the tendencies 
of governments to deflate or to restrict international transactions, and 
will be reduced in the opposite case. Changes in policy attitudes that 
intensify one of these tendencies while attenuating the other are 
ambiguous in their effects on optimal reserves. The need for reserves 
will also be enhanced, in principle, by any increase in the flexibility 
or variability of commercial, monetary, or exchange rate policies 
that follow changes in reserves, provided that this increased flexibility 
is not confined to situations in which reserves are high, i.e., that it is 
not associated with a net decline in the demand for reserves. 


IMPORTANCE OF RESERVE FLEXIBILITY 


It follows from what we have been saying that, in considering the 
desirability of any once-for-all change in reserves, we have to antici- 
pate not only a train of effects stretching into the future, but also 
the economic and political conditions under which these effects will 
operate. Clearly, such conditions are extremely difficult to predict 
with any approach to accuracy. In the circumstances, it would seem 
that the assessment of an optimal level of reserves must be an ex- 
tremely hit-and-miss affair. 

Our problem would be somewhat eased if we had at our disposal 
methods whereby the level of reserves, or of international liquidity, 
could be adjusted up or down at fairly frequent intervals.“If this 
were the case, and if the economic effects of reserve changes followed 
with little or no delay the reserve changes themselves, we could take 
the leap of faith and assume that the liquidity needs of the farther 
future would be looked after by future adjustments in the supply of 
liquidity and that all that matters in determining the ideal level of 
present liquidity is the situation prevailing at present and expected 
to prevail in the immediate future. However, even complete flexibil- 
ity in the means of adjusting international liquidity would not enable 
us to attain the thermostatic ideal of adjusting liquidity in the light 
of current requirements. Not only do the effects of reserve changes 
run on for a long time, but they probably do not reach their maximum 
intensity until after a considerable time lag. Financial authorities 
take time to react to changes in their external liquidity and, as has 


®If the change in official policies is not checked by a rise in reserves, the 
decline in prices may ultimately bring the optimal reserves down toward their 
original level. 
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been emphasized particularly by Professor Friedman,’ domestic finan- 
cial policies themselves may take six months or more before they 
exercise their full effects on monetary demand. The reaction of reserve 
changes on trade restrictions and hence on trade may be somewhat 
speedier. 

Friedman argues that, given the existence of this time lag between 
monetary changes and their effects, and given the impossibility—as he 
believes—of successfully predicting business conditions, it is better 
to renounce any attempt to regulate the stock of money for short- 
term stabilization purposes, and to be content with maintaining a 
steady moderate rate of growth of the money stock over time. A 
similar thesis might be advanced with respect to the supply of inter- 
national liquidity—that the best course is to maintain a steady rate 
of growth corresponding to an assumed trend rate of growth in the 
need for such liquidity. However, Friedman’s argument rests on a 
further premise—that in the long or medium run a stable relationship 
exists between money stock and money incomes. No such stable 
long-run relationship—e.g., between external reserves and the value 
of international transactions—exists in the international sphere. Quite 
apart from short cyclical fluctuations, considerable changes take place 
over longer periods in the equilibrium ratio of reserves to transac- 
tions. Thus even if a target rate of growth were fixed for international 
transactions, this would not suffice to determine the trend in the need 
for reserves. On the other hand, it would seem unduly pessimistic 
to doubt the possibility of using intelligent anticipations regarding 
those elements in the economic situation that are relevant to the 
need for international liquidity in order to make adjustments in the 
supply of such liquidity that are, on the whole, worthwhile. 

Nevertheless, awareness of the difficulty of predicting economic 
conditions over periods even as short as one to two years provides a 
useful warning against attempting to bring about wide variations in 
the supply of liquidity to meet the needs of temporary situations. 
Another consideration pointing in the same direction is that reserve 
changes in the vicinity of the optimum are probably much less effec- 
tive in time of slump, when the optimum is high relative to the value 
of transactions, than in time of boom, when it is low. If, therefore, 


7 Milton Friedman, “A Monetary and Fiscal Framework for Economic Sta- 
bility,” American Economic Review, Vol. XX XVIII (1948), pp. 245-64; reprinted 
in Milton Friedman, Essays in Positive Economics (Chicago, 1953), pp. 133-56. 
See also Employment, Growth, and Price Levels, Hearings Before the Joint 
Economic Committee of the Congress of the United States (86th Congress, 
First Session, May 25, 1959), Part 4. 
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there is any difficulty in making actual reserves decline as steeply 
between slump and boom as would short-run optimal reserves, it is 
better to fall well short of the optimal level in time of slump than to 
exceed it appreciably in time of boom. 


INTERNATIONAL DISTRIBUTION OF RESERVES 


Our main concern in this paper is with the general level of reserves 
or external liquidity. However, the effects of raising or lowering the 
general level of reserves will differ according to the manner in which 
increases or decreases are distributed among the different countries. 
Some attention must therefore be paid to the effects of redistributing 
reserves as distinct from changing their aggregate magnitude. An 
increase in the reserves of any country will tend, sooner or later, to 
be passed on to other countries and thus widely diffused. The atti- 
tudes of different countries toward the holding of reserves give rise, 
as long as they persist, to something like a normal reserve distribution 
toward which the actual reserve distribution, subject to the vicissi- 
tudes of international payments balances, will tend. Thus, most of 
the effects of any change in the distribution of reserves are likely to 
be temporary. However, they may well be important. A transfer of 
reserves from countries which would have used them to inflate unduly, 
or to maintain an overvalued exchange rate, to countries that will 
use them to avoid deflation, import restriction, or undue devalua- 
tion—or an increase in the reserves of the latter rather than of the 
former group of countries—will have beneficial effects. It is, however, 
seldom possible to withdraw liquidity selectively from those that are 
likely to make bad use of it, though it may be possible, if liquidity 
is in any case to be increased, to steer it in the first instance toward 
countries that will make good use of it. 

A danger that frequently presents itself is that, if additional liquid- 
ity is provided to countries that need it and would make good initial 
use of it, it will, when diffused among countries in general, turn out 
to be excessive, e.g., too inflationary. This dilemma may occur even 
if no net increase takes place in the aggregate amount of liquidity, 
but merely a transfer from countries in whose possession it would 
otherwise have remained unused. Unless, therefore, it is possible to 
withdraw the liquidity so transferred not from countries that would 
have kept it unused but from countries that would have used it in a 
relatively undesirable way, any improvement in the distribution of 
liquidity is likely to involve some decline in its optimal aggregate 
level. 
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CONDITIONAL AND UNCONDITIONAL LIQUIDITY 


Thus far, we have been assuming that there is only one sort of 
international liquidity, which, while it can be created or destroyed 
at the will of some authority, is nevertheless, as long as it exists, 
unconditionally at the disposal of the country possessing it. Let us 
call this “unconditional liquidity.” But there may be another broad 
category of liquidity consisting in a potential access to reserves, an 
access which, however, is subject to the observance of certain condi- 
tions as to the use to be made of it or as to the general policies to 
be pursued by the recipient. One usually thinks of such liquidity as 
consisting of borrowing facilities, but the use of assets also might 
be subjected to certain conditions, whereas access to borrowing facil- 
ities might be unconditional. 

We now have two types of liquidity, the amounts of which have to 
be optimized. To make actual use of conditional liquidity involves 
transforming it into unconditional liquidity. In order to prevent a 
continual expansion of the latter at the expense of the former, means 
must be taken to ensure that the use of conditional liquidity is merely 
temporary. If this is done, and if access to conditional liquidity is 
controlled by a presumptively wise international authority, there can 
scarcely be too much conditional liquidity in the world. By hypoth- 
esis, it can be used only by countries that are pursuing suitable 
policies, and such countries should have all the liquidity they need. 

There remain the rather tricky questions of how the fact that con- 
ditional liquidity is available will affect (1) the amount of uncondi- 
tional liquidity that is needed and (2) the criteria on the basis of 
which that need is assessed. On the assumption, for the moment, that 
there is no change in the criteria as previously discussed, the exist- 
ence of conditional liquidity—to some extent a substitute for uncondi- 
tional liquidity—will of course reduce the need for the latter. How- 
ever, the two types of liquidity are not perfect substitutes. The 
difficulties of utilizing conditional liquidity at short notice, its un- 
suitability as a war chest, the undesirability of accumulating too 
many repayment obligations, and the reluctance that some countries 
may feel at accepting the conditions under which it is made avail- 
able—all these set a minimum to the demand and need for uncondi- 
tional liquidity. Moreover, this reluctance to accept policy conditions 
suggests a new consideration to be taken into account in determining 
the optimal amount of reserves or unconditional liquidity. A reduc- 
tion in the level of reserves that might lead some countries to impose 
undesirable restrictions on trade might lead others to dismantle their 
restrictions in order to obtain access to liquidity of the conditional 
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variety. Therefore, the importance of minimizing restrictions and 
exchange rate instability argues less strongly than was previously 
suggested for keeping reserves higher than would be desirable in the 
interest of internal financial stability alone. 


II. Methods for Controlling International Liquidity 


Let us turn, now, to some of the concrete methods that are avail- 
able—or might become available—for influencing and controlling the 
amount and distribution of international liquidity. And let us con- 
sider how far these various techniques can be used to bring the levels 
of unconditional and of conditional liquidity closer to the ideal.~The 
possible methods fall into two main classes: those involving changes 
in the price of gold in terms of the principal currencies; and those 
involving the extension of credit, directly or indirectly, between 
monetary authorities.>The second category of techniques is a vast 
one and splits into several subcategories. Thus, there may be arrange- 
ments affecting the proportion of external reserves that monetary 
authorities hold in the form of foreign exchange of various kinds, or 
arrangements between monetary authorities more specifically directed 
toward the provision of mutual financial assistance. Again, and most 
important of all, there may be changes in the amount of resources 
entrusted to international credit institutions, in the credit policies of 
these institutions, and in the willingness of countries to make use 
of them. 


GOLD REVALUATION 


We may begin by considering gold revaluation as a method of alter- 
ing the real value of international reserves. Article IV, Section 7, of the 
Articles of Agreement of the International Monetary Fund contains a 
provision whereby that institution can take the initiative in bringing 
about a uniform proportional change in the price of gold in terms of all 
member currencies. Now it is fairly obvious that this provision is un- 
likely, in practice, to be used to reduce the value of gold in terms of 
national currencies, thus reducing the real value of central bank reserves. 
The accounting difficulties that this would create for central banks, 
whose assets would be reduced relative to their liabilities, is a sufficient 
reason, as the world goes, why such an operation would never be 
undertaken. A uniform increase in the price of gold in terms of cur- 
rencies and in the real value of gold reserves is theoretically possible, 
and might occur in some extreme situation or other. However, even 
an upvaluation of gold presents legal difficulties. To bring it about 
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would require the consent of the United States and the United King- 
dom® to the operation as a whole as well as the consent of each indi- 
vidual country to a change in its own par value. A general increase 
in the real value of gold reserves is much more likely to take place, 
as it did in the 1930’s, as a result of a straggling sequence of devalua- 
tions on the part of individual currencies. 

It is clear that, whether practicable or not as a once-for-all meas- 
ure, gold revaluation would be a very cumbersome technique for 
adjusting the amount of international liquidity to an optimal level 
which, as we have seen, is itself likely to vary substantially in the 
short run with variations in the world payments situation and in the 
world demand situation. In addition, gold revaluation has certain 
side effects, some of which are helpful and some the reverse. A rise in 
the foreign-currency price of gold would lead not only to a once-for- 
all increase in the level of real reserves but also to an expansion of 
gold production and thus to a rise in the rate of growth of reserves. 
This, while open to objection on grounds of tying up labor and capital 
in unnecessary mining operations, has a rather useful effect on the 
long-term trend of reserves. On the other hand, the anticipation of 
an increase in the price of gold would induce both private individuals 
and monetary authorities to switch from holding currencies to hold- 
ing gold. Such speculative reactions, which were seen in a mild form 
during the “gold scare” in the closing months. of 1960, would have 
the perverse effect of drawing down the level of reserves at the very 
time when, by hypothesis, an increase in their real value is aimed at. 
The distribution by countries of reserve changes resulting from gold 
revaluation is clearly not very selective, being proportioned to the 
existing distribution of gold stocks. The desirability of using gold 
revaluation as a means of acting on the level of reserves cannot, of 
course, be assessed without due consideration of alternative tech- 
niques. Even at this point, however, it would seem that, while it may 
be a useful or even indispensable instrument for very occasional use 
in bringing about changes in the long-term trend of reserves, it is not 
a suitable instrument for adjusting international liquidity to shorter 
term changes in the need for it. 


HOLDING OF FOREIGN EXCHANGE IN OFFICIAL RESERVES 


The level and trend of international reserves and liquidity depend 
not only on gold stocks and production but also on the proportion of 
reserves that countries hold in the form of foreign exchange. Any 


8 That is, the consent of “every member which has ten per cent or more of 
the total of the quotas” (Article IV, Section 7). 
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increase in international liquidity resulting from an increase in the 
ratio of foreign exchange to gold will be partly—but only partly— 
offset by an increase in the need for liquidity that arises from the 
existence of short-term liabilities in the reserve currency countries. 
The growth of reserves will then depend on such factors as national 
propensities to hold foreign exchange reserves, interest rates obtain- 
able on official balances, the degree of confidence in the future gold 
value of reserve currencies, and the distribution of reserves as be- 
tween two groups of countries: those which hold little or no foreign 
exchange (such as the reserve currency countries themselves) and 
those which hold a high proportion of their reserves in this form.’ 
Those relationships are too complicated to go into here.’ Suffice to 
say that there is no reason at all to think that, by itself, the practice 
of holding foreign exchange would give rise to anything approaching 
an optimal level of reserves or even a tolerably steady rate of growth 
of reserves. On the contrary, while I think Professor Triffin has exag- 
gerated the inevitability of the collapse of the exchange standard,’°® it 
is obviously an extremely unstable system which is liable to lead to a 
great reduction in reserves whenever, as is likely from time to time, 
& principal reserve country runs into balance of payments difficulties 
and confidence in its currency declines. 

It would be possible for the reserve currency countries to remedy 
the worst instabilities of the system by offering to guarantee the 
value, in terms of gold or foreign currency, of all foreign central 
bank balances held in their respective currencies, provided the bal- 
ances in question are held in an approved form. Even if the political 
difficulties of this course were overcome, however, it still would not 
provide a satisfactory method of regulating the volume of reserves. 
World liquidity would grow faster whenever the reserve currency 
countries were in deficit and decline or grow less fast whenever they 
were in surplus." In order to begin transforming the gold exchange 


® For an interesting mathematical treatment of some aspects of this question, 
on simplified assumptions, see Peter B. Kenen, “International Liquidity and 
the Balance of Payments of a Reserve-Currency Country,” The Quarterly 
Journal of Economics, Vol. LX XIV (1960), pp. 572-86. 
10Tn particular I would dispute the proposition, suggested on page 67 of 
his Gold and the Dollar Crisis, that increases in the short-term monetary liabil- 
ities of key currency countries, matched by less than one-to-one increases in 
their own gross reserves, will necessarily tend to bring about a collapse of the 
system “through the gradual weakening of foreigners’ confidence in the key 
currencies.” It is surely not necessary, in order to maintain confidence, that key 
currency countries should have a 100 per cent reserve backing for their short- 
term liabilities. 
11 This is true on the assumption that the reserve currency countries them- 
selves hold a smaller proportion of their reserves in foreign exchange than do 
other countries. 
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system into some sort of reliable instrument for controlling the volume 
of world liquidity, it would be necessary to arrive at international 
agreements under which countries would assume obligations as to the 
proportions of their reserves to be held in the form of foreign exchange. 
The provisions regarding the composition of existing reserves might 
be different from those regarding the composition of reserve increases 
or decreases. Even so, it would be enormously difficult to reach any 
agreement of this kind in view of the very great differences of practice 
between countries in regard to the holding of foreign exchange. Some 
countries would want to stick to their present proportions, others to 
change them substantially. Moreover, to be effective for the purpose 
of controlling the level of world reserves, the agreement would have 
to contain not merely provisions as to initial proportions but also 
a mechanism for changing these proportions from time to time accord- 
ing to developing needs. It seems likely that such an agreement 
would be beyond the sphere of practical possibility. Moreover, the 
distributive effects of this method of controlling liquidity would be 
bad. Reserve increments would be concentrated, in the first instance, 
on the reserve currency countries, which is not necessarily where they 
are most required. Other countries would be affected only when the 
diffusion process had run its course. 

Just as one would not wish to preclude the possible need for a very 
occasional revaluation of gold for the purpose of accelerating the 
long-term trend of reserve growth, so the possibility of some sort of 
agreement regarding holdings of foreign exchange, should this appear 
expedient for the purpose of avoiding a possible collapse of the 
reserve structure, need not be entirely excluded. However, for adjust- 
ing international liquidity to needs in the short or medium run, or 
even for providing an adequate rate of growth of international liquid- 
ity over the longer run, we must turn to instrumentalities of a differ- 
ent order. 

Whereas the holding of foreign exchange reserves by monetary 
authorities enhances international liquidity by increasing the aggre- 
gate amount of reserves, other forms of official lending reduce the 
need for liquidity by transferring reserves to the countries that require 
them most. This happens, for example, when central banks in a strong 
payments position extend credit to those in a weak payments posi- 
tion. Even when, as is usually the case, the exchange risk is assumed 
by the borrowing country, the asset acquired by the lending country 
cannot be a very liquid one if the terms of the loan are such as will 
meet the needs of the borrower; so that, as the liquidity of the bor- 
rower increases, that of the lender will decline. The improvement in 
the distribution of liquidity will result, however, in a temporary de- 
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cline in the aggregate amount of liquidity required in the world. 
If permanent arrangements are set up for the provision of mutual 
aid by monetary authorities, not only will the distribution of liquid- 
ity be improved and the need for it reduced but the expectation of 
being able to receive such assistance, when required, will itself con- 
stitute an addition, of a sort, to the liquidity of potential borrowers. 
However, the setting up of permanent arrangements of this kind, 
presumably on a mutual basis, is already a halfway house to the 
setting up of an international credit institution and raises all the 
problems of such institutions, which we shall now proceed to consider. 


ROLE OF INTERNATIONAL CREDIT INSTITUTIONS 


As domestic banks can increase the supply of domestic liquidity, 
so international credit institutions can increase the supply of inter- 
national liquidity. In the first place, such institutions provide a 
means—and possibly the only means—whereby credit can be made 
available, subject to the adoption by the borrowing countries of 
policies desirable from an international point of view. In other words, 
they constitute practically the sole source of that conditional liquidity 
which, we have said, should be available in virtually unlimited supply. 

The effect of the existence of international financial institutions on 
the supply of external liquidity in the unconditional form, i.e., on 
the level of reserves, is more complex. Insofar as these institutions © 
absorb gold, and insofar as their operations lead countries to reduce 
their holdings of foreign exchange, such institutions tend to bring 
down reserves; but insofar as they incur liquid liabilities (including 
any liabilities to provide unconditional borrowing rights) that coun- 
tries in effect include in their reserves, they tend to raise reserves. 
Since countries’ holdings of foreign exchange plus that part of their 
claims on institutions which they regard as a substitute for foreign 
exchange are held in some positive relation to their gold holdings 
plus the part of their claims on institutions which they regard as a 
substitute for gold, the total amount of countries’ reserves will depend 
on their holdings of gold plus the part of their claim on institutions 
which they regard as a substitute for gold. Therefore, the net effect 
of an institution’s existence on the supply of unconditional liquidity 
in the world will be favorable as long as its holdings of gold (which 
are tpse_facto withdrawn from national reserves) are less than the 
part of its liquid liabilities that is regarded by the holders as a substi- 
tute for gold reserves. The more the institution reduces its gold stock 
or increases its liquid liabilities, i.e., the more it expands credit, or 
contracts its nonliquid liabilities, the greater will be its expansionary 
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effect on world reserves—though there will be some corresponding 
decline in the amount of discretionary lending facilities that it can 
provide. 

It is obvious that the supply of liquidity can be varied more flexibly 
over time and distributed more selectively between countries by an 
international credit institution or institutions than by any other 
method. Within the limits of its resources, such an institution can 
behave like a central bank, increasing its willingness to lend, as well 
as its actual lending, during periods when an increase in liquidity 
appears likely to be beneficial, and curtailing them at other times. 
By varying its willingness to lend it can affect the amount of condi- 
tional liquidity, and by varying its actual lending it can affect the 
amount of unconditional liquidity. 

Again, to the extent that it has discretion in its lending operations, 
an international credit institution can steer liquidity—whether newly 
created or currently withdrawn from countries repaying their debts 
to the institution—toward those countries where it will do the most 
good and the least harm. 

The amount of international liquidity that an institution can create 
depends to a considerable extent on the amount of resources that 
countries are willing to subscribe to it, lend to it, or deposit with it. 
Much also depends, however, on psychological attitudes. For exam- 
ple, the more countries are inclined to regard their claims on the 
organization as an integral part of their reserves, the more willing 
they are to borrow from the organization; and the more they regard 
their borrowing rights as a substitute for reserves, the more liquidity 
will be felt to exist, and the more will actually exist in the world. 
Finally, the legal structure and acquired functional characteristics 
of the institution in question will affect not only the amount and 
character of the liquidity it creates but also the variability of the 


liquidity through time and the extent to which it can be steered into 
appropriate channels. 
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DIFFERENTIATING CHARACTERISTICS OF INTERNATIONAL 
CREDIT INSTITUTIONS 


There are innumerable types of possible international credit insti- 
tutions, Some of the apparent differences between them are matters 
of form rather than of substance. For example, there is far less 
difference than is commonly believed between the Keynesian Clearing 
Union plan, which took the form of a deposit bank, and the Interna- 
tional Monetary Fund, which takes the form of an exchange fund, 
or “bag of currencies,” as it has been described. It is not a matter of 
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fundamental importance whether a country’s net claims against an 
institution are reckoned in the form of a “bancor” balance, as in the 
Clearing Union, or in the form of an initial subscription less the 
institution’s holdings of the country’s currency, as in the International 
Monetary Fund. 

The really substantive differences between international credit 
institutions relate to such matters as the following. 


Manner in which institution is provided unth resources 


The institution may obtain its resources (1) through countries 
voluntarily depositing gold or foreign exchange on long term or short 
term, (2) through the calling up, in advance of actual use, of gold 
or foreign exchange subscribed by members in accordance with a 
general agreement, or (3) through members undertaking in advance 
(a) to provide gold, foreign exchange, or domestic currency, up to a 
given maximum amount, as and when required by the institution for 
its lending operations, or (b) to maintain a given proportion of their 
reserves inthe form of claims on the institution, if necessary by de- 
positing gold or foreign exchange. The Bank for International Settle- 
ments, though it has a small subscribed capital, relies very largely 
on (1). Apart from an initial contribution by the United States, the 
European Payments Union operated on the basis of permanent lines 
of credit extended as necessary by special arrangement, whereby 
each member ‘financed a portion of any cumulative payments surplus 
with other members of the Union (method 3a). The European Fund 
relies partly on (2) and partly on (3a).’? Subscriptions to the Inter- 
national Monetary Fund, insofar as they consist of gold, fall into 
category (2); insofar as they consist of domestic currency, they have 
the same effect as undertakings of type (3a) since, as long as they 
remain unused in the possession of the Fund, the amounts subscribed 
are in effect re-lent to the subscribing members. Dr. Bernstein’s 
suggestion for the use of stand-by arrangements to finance a special 
fund primarily concerned with offsetting capital movements*® is an 
example of method (3a). Professor Triffin’s scheme** for a renovated 
International Monetary Fund relies partly on (1) and partly on. 

(3b), reinforced by a prohibition against holding more than a mini- 
mum amount of reserves in the form of balances with other countries. 


12 The part of its capital called up in advance of actual use consisted of part 
of the capital of the European Payments Union contributed by the US. Gov- 
ernment: capital contributed by member governments is called up as required. 

13 Bdward M. Bernstein, “The Adequacy of United States Gold Reserves,” 
American Economic Review, Vol. LI (1961), pp. 439-54. 

14 Gold and the Dollar Crisis, pp. 104-106. 
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By the use of method (3a)—uncalled subscriptions, stand-bys, 
domestic currency subscriptions—an institution can obtain resources 
(i.e., acquire lending power) with less initial loss to national reserves 
of gold or foreign exchange than under methods (1), (2), or (3b), 
though the impact on external liquidity of raising resources by these 
methods will depend on the nature of the claims that countries thereby 
acquire on the institution itself. Method (3a) also gives the institu- 
tion more power than do other methods to determine from which 
countries it will draw resources at any time, and hence which coun- 
tries will incur a loss in gold and foreign exchange reserves corre- 
sponding to the gain in the borrowing countries. This, however, will 
affect the liquidity of the creditor countries only to the extent that 
claims on the institution are less than fully liquid. 

Liquidity of liabilities 

An important question, related to, but distinguishable from, that 
just discussed, is the degree of liquidity attaching to members’ claims 
on the institution. Such claims may be convertible into gold or for- 
eign exchange on demand, as is true of some Bank for International 
Settlements deposits. They may be automatically available to finance 
a proportion of any payments deficits with other members of the 
organization, as was the case in the European Payments Union. 
They may, in practice, be convertible almost without question into 
foreign currency when the need arises, and yet not be fully accepted 
as constituting reserves, as is true of creditor positions in the Inter- 
national Monetary Fund.’® They may be time deposits. Or they may 
be highly illiquid, as in the case of the called-up capital of the 
European Fund. 

The greater the liquidity of the claims that countries acquire on 
surrendering gold or foreign exchange to the institution under meth- 
ods (1), (2), and (3b) outlined above, the less will be the initial net 
loss of liquidity in subscribing countries. More generally, any increase 
in the liquidity of such claims will increase the potential contribution 
of the institution to the supply of unconditional liquidity in the 
world, both directly and by making countries more willing to acquire 
such claims and thus provide the institution with additional resources, 
when needed. This statement, however, needs qualification, insofar 
as the liquidity of its liabilities induces the institution, for its own 


15 To the extent that members have a creditor position in the Fund, they enjoy 
the “overwhelming benefit of the doubt,” in any request they make to draw any 
currency they need to make payments for current transactions, or to meet such 
capital outflows as the Fund may legitimately finance. 
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protection, to maintain relatively high gold reserves, and to hedge 
round with burdensome conditions the credit facilities that it provides. 

Certain devices are employed, or have been suggested, with the 
object of preserving the liquidity of claims on the institution while 
safeguarding the liquidity of the institution itself. Thus, though 
creditor positions in the International Monetary Fund are almost as 
useful for meeting payments deficits as if they had been convertible 
on demand, various safeguards exist against any excessive or arbitary 
drawing down of such positions. The repayment provisions of the 
Fund are such that even a member with a creditor position (not 
exceeding the gold portion of its subscription) can, in principle, draw 
on the Fund’s resources to finance only half of its payments deficit, 
the other half having to be financed out of reserves, and must restore 
its creditor position, to the extent of its gold subscription, when its 
reserves recover.’® Moreover, even creditor positions in excess of the 
gold subscription, if drawn upon by a member in a strong payments 
position, may be restored through drawings of its currency from 
the Fund by other members. The arrangement suggested by Triffin, 
described above as method (3b), is intended to achieve an even more 
complete reconciliation between the liquidity needs of the institution 
and those of its creditors. Such of the deposits in his New Model 
International Monetary Fund as are held not voluntarily but under 
the deposit requirement provision and are kept proportional to national 
reserves are unlikely to decline in aggregate amount, so that, though 
under all ordinary circumstances they would be usable by individual 
holders in conjunction with other reserves, they would present no 
threat to the liquidity of the institution, which need therefore main- 
tain very little backing for them in the form of gold.*" 


16 These provisions do not apply when a member’s reserves are low, i.e., less 
than its quota. 

17 A difficulty with regard to this proposal has been raised by R. F. Harrod 
in “A Plan for Increasing Liquidity: A Critique,” Economica, Vol. XXVIII 
(1961), p. 196. He argues that, since countries might feel unable to rely on 
being able to convert the new International Monetary Fund deposits in time 
of war, a requirement that they should hold a fraction of their reserves in 
such deposits would have the effect of increasing the hard core of reserves that 
they will insist on keeping untouched in ordinary circumstances, and would 
thus bring about an initial reduction in their liquidity. It is difficult to know 
how much importance countries still attach nowadays to the possession of a 
war chest kept in the form of gold on national territory. Certainly, deposits 
with the International Monetary Fund should be no less safe than foreign 
exchange or gold held on earmark abroad. To the extent that the difficulty is 
a real one, it should not be impossible to circumvent or palliate it, e.g., by 
exempting a fixed amount of reserves in each country from fractional deposit 
requirements, or by suitable arrangements for geographical dispersion of the 
Fund’s own gold holdings. 
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Netting of assets and liabilities 


In certain institutions, such as the Bank for International Settle- 
ments or Triffin’s New Model International Monetary Fund, a country 
can be simultaneously a creditor and a debtor, and its rights and 
obligations vis-a-vis the institution are determined by the amount of 
its gross claims and gross liabilities, respectively. In other institu- 
tions, such as the European Payments Union and the International 
Monetary Fund, a country’s claims and liabilities are offset against 
each other, and its rights and obligations are determined by its net 
position. The main effect of the practice of netting claims against 
liabilities is to reduce the volume of claims and to increase the 
amount of unused borrowing facilities. Where, as in the European 
Payments Union, both creditor positions and borrowing rights are 
automatic, this has no very great significance. But where, as in the 
International Monetary Fund, the liquidity afforded by claims on the 
organization is much less conditional than that afforded by borrowing 
rights, the effect of the netting practice is to reduce the amount of 
virtually unconditional liquidity that arises from a given amount 
of lending. 


Liquidity of members’ borrowing rights 


Corresponding to the differences that may exist in the liquidity of 
claims on international financial institutions, there are also possible 
differences in the liquidity—or the conditionality—of borrowing facil- 
ities. Thus, borrowing facilities may be subject to the discretion 
of the institution, as in the European Fund or the higher credit 
tranches of the International Monetary Fund, or they may be depend- 
ent on the payments deficits cleared through the organization, as in 
the European Payments Union, or they may be available on relatively 
easy conditions, as in the first credit tranche of the International 
Monetary Fund. One of the aspects of the International Monetary 
Fund system is that the Executive Board, if it so desired, could extend 
the automaticity of its lending to larger and larger percentages of the 
quotas and thus, rather simply, transform conditional into uncon- 
ditional liquidity. 


Quantitative limitations on members’ borrowing rights 


The amounts that a member is allowed to borrow from the institu- 
tion, in specific circumstances or subject to specific conditions, may 
depend, as in the case of the European Payments Union or the Inter- 
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national Monetary Fund, on the amounts that it is obligated in other 
circumstances to lend to or through the institution, or they may be 
at the discretion of the institution, as in the Bank for International 
Settlements or Triffin’s New Model Fund. The second system obvi- 
ously confers on the institution greater flexibility in lending and 
a greater power to steer liquidity toward the countries that most 
require it. On the other hand, it is difficult to combine with any 
degree of automaticity in members’ borrowing rights. 


Conditions of repayment 


Institutions also differ as regards the conditions governing repay- 
ment of their loans. Sometimes, the timing of repayment depends on 
the payments situation of the borrower, as in the case of mandatory 
repurchases from the International Monetary Fund, where the draw- 
ing country repays pari passu with a rise in its net reserves, or as in 
the case of the European Payments Union, where a predetermined 
fraction of any payments surpluses with other members served to 
finance an improvement in the member’s position vis-4-vis the institu- 
tion. More frequently, as in the case of the contractual repurchases 
from the International Monetary Fund, repayments become due on 
a more or less flexible time schedule. In this event, maturities may 


-be on a short-term (as is usual with the Bank for International 


Settlements), a medium-term (as with the European Fund and the 
International Monetary Fund), or even a long-term basis. The shorter 
the period of repayment, the greater for the institution will be (1) its 
ability, for a given volume of lending, to redistribute liquidity be- 
tween member countries, (2) its liquidity, (3) its ability to exercise 
pressure on borrowers to follow appropriate policies for the restora- 
tion of equilibrium, and possibly (4) its ability to attract resources 
in the form of voluntary deposits. On the other hand, if the maturities 
are too short, this may detract from the usefulness of the loan and 
give rise to difficulty in finding willing borrowers if an expansion of 
credit and liquidity should become desirable. From the standpoint 
of the borrower, provision for repayment on longer term, or as and 
when the payments situation improves, would be more attractive. 


Power of investment 


Finally, institutions differ in the extent to which they are em- 
powered, on their own initiative and at their own discretion, to acquire 
or withdraw investments in balances or securities. The International 
Monetary Fund is, in principle, passive with respect to demands for 
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credit from member countries, and its powers of investment are nar- 
rowly circumscribed.1* The powers of the Bank for International 
Settlements are quite extensive but must be exercised in agreement 
with the central banks of the countries concerned. Complete freedom 
of investment in national markets is probably an unrealizable ideal. 
A substantial power of investment, however, such as Triffin envisages 
for his New Model International Monetary Fund, might be very 
important if the demand for loans, on conditions or for maturities 
acceptable to the institution, should turn out to be too small to enable 
the institution to expand its liabilities, and hence the supply of uncon- 
ditional liquidity, to the extent that would be desirable. 


CHARACTERISTICS OF INTERNATIONAL FINANCIAL INSTITUTIONS 
IN RELATION TO THEIR TASKS 


One of the tasks of an international financial institution is to adjust 
its policies flexibly to short-term changes in the optimal level of in- 
ternational liquidity. To some extent this adjustment will be achieved 
if the institution is responsive to fluctuations in demand for the use of 
its resources. However, in the sphere of international, as of domestic, 
liquidity there is no close correspondence between the need for liquid- 
ity and the demand for credit. An institution will be in a better 
position to fulfill this part of its function the more flexible are its 
lending criteria, the less binding are the quantitative restrictions on 
its power to lend to particular countries, the greater is its power to 
vary the duration of its loans, and the greater is its power to conduct 
open market operations by buying and selling investments on its own 
initiative. 

Another important function is that of adjusting to short-term 
changes in the optimal distribution of liquidity. The ability of the 
institution to influence the distribution of liquidity will be greater 
the freer it is to switch its assets—and, to a lesser extent, its liabil- 
ities—between country and country. It will therefore be better placed 
to fulfill this function the less it is hampered by quantitative limita- 
tions on lending to particular countries, the greater, and the more 
widespread geographically, is the volume of its short-term loans, 
the greater is its power of buying and selling investments, and the 
freer it is to draw resources from whichever countries are currently 
best able to supply them. 

In the event of any widespread decline in the willingness of coun- 
tries to hold foreign exchange in their reserves, it would be particu- 


18 Up to the present they have been used only to acquire earning assets. 
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larly important that the institution should be in a position to take 
up reserve currencies in large amounts and hold them for a fairly 
long period of years. 

As we have said above (p. 448), the amount of conditional liquidity 
available to countries on suitable conditions should, in principle, be 
indefinitely large. If this result is to be achieved by means of an 
international financial institution, that institution must be able to 
induce countries to provide it with sufficient resources, and to give 
its members access to a sufficiently high proportion of these resources 
in conditional form without providing too much unconditional liquid- 
ity. The ability of the institution to raise resources will depend partly 
on its success in winning the confidence and support of member coun- 
tries and partly on its possession of a technique of raising resources 
that is as painless as possible for the contributing countries, e.g., by 
stand-bys that will be called only when a country is in a strong posi- 
tion and which, when called, confer upon the country claims on the 
institution that are liquid or otherwise attractive in character. On 
the other hand, an institution whose liabilities are reserve-worthy 
may find it difficult, in certain circumstances, to create a sufficient 
amount of liquidity in conditional form without as a by-product 
generating too much unconditional liquidity. The provision of a suffi- 
cient amount of conditional liquidity with a given volume of resources 
will be easier if there are no quantitative limits on the amounts that 
can be lent to particular countries. On the other hand, countries 
may be more willing to provide the institution with reserves if they 
thereby acquire some additional rights to borrow, if necessary, from 
the institution; this is difficult to arrange without some quantitative 
allocation of borrowing facilities. 

Finally, the characteristics of a monetary institution have a bearing 
on its ability to generate, over the long run, an adequate but not 
excessive volume of unconditional liquidity in the world without the 
necessity for any general adjustment, upward or downward, of the 
price of gold in terms of the principal currencies. Apart from the 
problem discussed above of how to avoid creating too much uncon- 
ditional liquidity as a by-product of creating adequate conditional 
liquidity, there should be no great difficulty in holding down the 
amount of international liquidity to a desired level. If necessary, 
gold could be acquired by an institution in exchange for an illiquid 
liability, and simply sterilized. At the other extreme, there is prob- 
ably no limit to the amount of unconditional liquidity that can be 
created on the basis of a given stock of monetary gold, provided (1) 
that countries can be induced to hold, or to undertake to hold, a suffi- 
ciently high proportion of their reserves in the form of claims on the 
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institution, (2) that it can be arranged, by some technique similar to 
those discussed above (p. 457), that countries only draw on their 
claims on the institution pari passu with their independently held 
reserves, (3) that the institution is enabled, through the power of 
investment or long-term lending, to expand credit to the necessary 
extent, and (4) that it need not cancel its claims on countries against 
their claims on it. 

From what has been said, it is clear that, if an institution of the 
deposit bank type envisaged by Triffin were starting de novo, it would 
be somewhat better fitted than one of the type of the International 
Monetary Fund for expanding the amount of unconditional liquidity 
or reserves in the world on the basis of a given gold stock. Even an 
institution of the latter type, however, could do more than is com- 
monly realized to increase international liquidity by making access 
to its resources more automatic, not only for creditors but to some 
extent for borrowers also, particularly if its powers of investment 
were extended and if it incurred liquid liabilities to members in a 
form that did not necessarily have to be canceled against its claims 
on these members. 


On the other hand, an institution of the deposit bank type might 
find it more difficult than one of the Fund type to extend an adequate 
amount of conditional liquidity in the form of borrowing facilities 
without expanding national reserves excessively. In the early postwar 
years, when the combination of inflationary pressures and widespread 
restrictions in the world created a need for conditional rather than 
unconditional liquidity, it was natural that an institution of the 
International Monetary Fund type should have been set up. Today, 
on the other hand, when the dwindling of inflationary pressures makes 
it safer to expand reserves, while weaknesses in the gold exchange 
standard make it more difficult to maintain their expansion, it is 
equally natural that the air should be thick with proposals for making 
over the Fund into something more closely resembling a deposit bank. 


In conclusion, it may be well to warn the reader that the achieve- 
ment of an optimal amount of liquidity, even if the technical means 
of attaining that objective were available, would probably not do 
much to remedy the economic ills of the world. The fact that there 
are multiple criteria for regulating liquidity is itself sufficient to 
indicate that no one criterion can be completely satisfied. Even 
apart from the multiplicity of criteria, the regulation of interna- 
_tional liquidity is not a sufficiently powerful instrument to ensure, 
‘ for example, the maintenance of a broadly satisfactory balance 
between inflation and deflation in the world. Other forms of interna- 
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tional cooperation than that required to achieve optimal liquidity 
might well be more successful in preserving the balance in question. 
However, external liquidity has some, if only a limited, influence on 
the general economic situation and therefore merits, as much as many 
another question, such systematic consideration as the economist can 
give to it. 











Financial Institutions in Thailand 


Ravi Amatayakul and Shrikrishna A. Pandit* 


HAILAND’S ECONOMY is predominantly agricultural. Rice 

is the leading food crop, and rubber is an important exchange 
earner among nonfood crops. Mineral production, which accounts for 
a small share of the national product, contributes sizable amounts to 
the country’s exchange earnings, mainly through tin exports. The 
manufacturing sector—although still narrow—has been expanding in 
recent years. The authorities have actively encouraged this expansion 
through tax relief and other measures. Government investment has 
concentrated in the field of basic services. With a view to accelerating 
economic development, the Government launched a Six Year Develop- 
ment Plan on January 1, 1961 aimed at achieving an adequate rate 
of growth in the face of a rapidly rising population.* 

By far the greater part of government budget revenues consists of 
indirect taxes, principally customs duties and taxes on rice exports. 
Budget expenditures have increased at a faster rate than revenue, and 
recourse—though on a limited scale—has had to be had to central 
bank credit to finance budget deficits. The Government has taken 
measures to expand revenue through tax revisions and improvement 
of tax collection methods. The money supply has been steadily expand- 
ing, but at an average rate apparently not much higher than the rate 
of growth of real output. Over the last two years, the cost of living 
index has been stable. International reserves have been satisfactory 
throughout the postwar period. No par value for the baht has been 
established, but the exchange rate on the free market has remained 
stable in recent years at about B 21 per U.S. dollar. 


*Mr. Amatayakul, economist in the Western Pacific Division, is a graduate of 
Far Eastern University, Manila, Philippines and George Washington University, 
Washington, D.C. He was formerly with the Audit Council under the Prime 
Minister’s Office of the Government of Thailand. 

Mr. Pandit, economist in the South Asia Division, is a graduate of Bombay 
University. 

1 Editorial Note. Discussions between member countries and the staff of the 
Fund take place against a background of detailed information about the mem- 
bers’ economies compiled by the Fund staff. This information includes data on 
financial institutions which, it is believed, in some cases may be of general 
interest because not otherwise available, and may assist research workers in 
analyses. The present article is representative of this aspect of the work of the 
Fund’s staff. Further articles of a similar nature may be published from time to 
time. 
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The principal financial institutions of Thailand are (1) the Bank 
of Thailand (the central bank), (2) twenty-seven commercial banks 
of which eleven have their head offices abroad, (3) the Government 
Savings Bank, (4) the Industrial Finance Corporation, (5) the credit 
cooperatives, and (6) the insurance companies. In addition to these 
institutions, there are numerous small moneylenders, mainly in the 
rural areas. There are no stock exchanges. 


Bank of Thailand 


STRUCTURE 


The Bank of Thailand was established on December 10, 1942, under 
the Bank of Thailand Act of April 28 of the same year, as the central 
bank of the country. The Bank’s paid-up capital of B 20 million was 
subscribed by the Government, and the Bank received also the net 
assets of B 13.5 million of the Thai National Banking Bureau, which 
was set up in 1939 as a precursor to the establishment of a full- 
fledged central bank. Subject to general policy supervision and con- 
trol by the Minister of Finance, the Bank’s management is entrusted 
to an eleven-member Court of Directors, including the Governor and 
the Deputy Governor of the Bank, serving as the ex officio Chairman 
and Vice Chairman of the Court, respectively. The Governor and the 
Deputy Governor are appointed by the King on the advice of the 
Cabinet, and the other Directors by the Cabinet on the advice of the 
Finance Minister. The right of note issue rests with the Issue Depart- 
ment of the Bank, and domestic and foreign banking operations are 
under the jurisdiction of the Departments of Domestic Banking and 
Foreign Banking, respectively. 


AS BANK OF ISSUE 


The Bank of Thailand took over the management of the note issue 
from the Currency Division of the Treasury Department on Decem- 
ber 11, 1942, and has since been issuing notes in the name of the Gov- 
ernment. On the same date, the country’s currency reserves were 
transferred to the Bank’s Issue Department. 

During the war and in the early postwar period, the currency 
reserves, required to be equal in amount to the whole currency out- 
standing, consisted mainly of gold, foreign exchange, and Thai Gov- 
ernment paper, denominated both in baht and foreign currencies 
(Table 1) ; the remainder was in the form of “government guarantees.” 
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In March 1950, Thai Government paper denominated in baht was dis- 
continued as legal currency reserve, and, following a revaluation of 
gold and foreign exchange in March 1955, the government guarantees 
were liquidated. Thereafter, through August 26, 1958, the currency 
reserves comprised exclusively gold, foreign exchange, foreign se- 
curities, and Thai Government securities denominated in foreign 
currencies. But as these requirements came to be regarded by the 
authorities as too rigid, the Currency Law was amended on August 27, 
1958. The amendment stipulated that a minimum of 60 per cent of 
the currency cover should consist of official holdings of gold, foreign 
exchange, and foreign securities of less than one-year maturity. The 
remaining 40 per cent may comprise Thai Government securities 
denominated in any currency, Thailand’s gold subscription to the 
International Monetary Fund, and commercial paper; the last of these, 
however, may not exceed 10 per cent of the total amount of notes in 
circulation. Of the 40 per cent, however, only Thai Government bonds 
and Treasury bills have been used as currency reserves so far. At the 
end of 1960, the percentage distribution of the currency reserves was 
as follows: gold, 33.3 per cent; foreign exchange, 41.2 per cent; Thai 
Government bonds denominated in U.S. dollars and pounds sterling, 
10.0 per cent; IBRD dollar bonds, 1.9 per cent; and Thai Govern- 
ment Treasury bills, 13.6 per cent. Notes in circulation have more 
than tripled during the postwar period: from B 1,839 million at the 
end of 1945 to B 6,661 million at the end of 1960. 


As GOVERNMENT’S FISCAL AGENT 


As fiscal agent of the Government, the Bank of Thailand is the prin- 
cipal depository of the balances of various government departments 
and enterprises, and of U.S. aid counterpart funds, as well as the sole 
depository of baht balances of the Exchange Equalization Fund (since 
July 1955). The total of all these balances amounted to B 3.44 billion, 
82 per cent of the total liabilities of the Bank’s Banking Department 
in December 1960 (Table 2). In addition to balances held at the Bank 
of Thailand, government enterprises hold deposits at the Government 
Savings Bank and at several commercial banks. 

As the Bank of Thailand does not have its own branches in the 
Provinces, government payments and tax collections are made through 
the Provincial Treasuries, which act also as agents of the Bank of 
Thailand, for which they maintain accounts. The Provincial Treas- 
uries are also used to some extent by commercial banks and business 
firms for the transfer of funds betwen Bangkok and the Provinces. 
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The size of balances kept by these Treasuries and the transfer of such 
balances to the Treasury are subject to ministerial regulations. 

The Bank of Thailand is the principal lender to the Government. It 
holds most of the Treasury bills and government bonds. The issue of 
Treasury bills began in April 1945, under the Treasury Bills Act of 
1944; in the past 15 years, it has constituted the largest source of bor- 
rowing for the Thai Government. The Bank has obtained these bills 
mainly through direct purchases, but to some extent through dis- 
counting. Part of the Bank’s Treasury bill holdings is with the Issue 
Department as one of the legal components of the currency cover, 
and the other, and larger part, is with the Banking Department. At 
the end of 1960, the Issue Department héld B0.9 billion of Thai 
Treasury bills and the Banking Department B 1.1 billion; the com- 
bined holdings of the two Departments accounted for 96 per cent of 
the total outstanding Treasury bills in the country. During 1960, the 
Government used part of the balance of the [Exchange] Stabilization 
Account to retire Treasury bills; as a result, the outstanding amount 
of such bills held with the Banking Department fell from B 2.3 billion 
at the end of 1959 to B 1.1 billion at the end of 1960. The remaining 
balance in this Account was utilized to write off the amount of the 
Bank’s overdrafts to the Government outstanding as at Novem- 
ber 30, 1960. Treasury bills normally mature in four months; the 
interest rate on them, after remaining at 2.9 per cent for many years, 
was raised in October 1960 to 414 per cent. 

Beside providing short-term financing to the Government through 
purchases of Treasury bills, the Bank of Thailand used to extend 
overdraft facilities to the Government; however, under the Govern- 
ment Budget Procedures Act of October 1959, this method of financing 
was discontinued after November 1960. The interest rate on these 
overdrafts was 21% per cent per annum. The outstanding amount of 
the overdrafts on November 30, 1960 was B 540 million, 15 per cent 
of the total assets of the Bank’s Banking Department of that date. 

During the war, and in the subsequent period through 1948, the 
Bank of Thailand provided considerable financial accommodation to 
the Government by subscribing to the bulk of various government 
bond issues. In 1949, 1950, and through July 1951, no new govern- 
ment bonds were issued; but in August 1951, issues were resumed and 
by the end of 1960 eleven additional series had been floated, six de- 
nominated in baht and five in foreign currencies. (Of the bond series 
denominated in baht, four bear interest at 8 per cent per annum, one 
at 6 per cent, and the other at 414 per cent; one of the bond series 
denominated in foreign currencies carries interest at 6 per cent, three 
at 314 per cent, and one at 3 per cent.) The Bank of Thailand has 
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held a large part of the government bonds that it has obtained not 
only through direct purchases but also, to a limited extent, through 
purchases from other holders (financial institutions, government 
enterprises, and private persons). In December 1960, the Bank’s hold- 
ings of government bonds amounted to B 2.48 billion (B 0.68 billion 
held in the Issue Department and B 1.80 billion in the Banking De- 
partment), ie., about 58 per cent of the total amount outstanding, 
compared with 73 per cent in December 1945. 

As fiscal agent for the Government, the Bank of Thailand manages 
the internal public debt and administers most of the external public 
debt. 


AS BANKERS’ BANK AND CONTROLLER OF CREDIT 


Through 1958, the Bank of Thailand played a very limited role 
as a supplier of credit to other banks. Since then, the amount of such 
credit has expanded considerably, but it still accounts for only a small 
proportion of the total assets of the Bank’s Banking Department; as 
at the end of 1960, total advances to and rediscounts for commercial 
banks amounted to B 0.23 billion, about 5 per cent of the Banking 
Department’s total assets (Table 2). An important reason for the 
limitation on the Bank’s role as a bankers’ bank has been the fact that, 
so far, commercial banks have themselves relied little on central bank 
credit for their operations. Both the local and foreign banks operating 
in Thailand enjoy considerable borrowing facilities from banks abroad. 
Also, it is reported that some commercial banks have considered the 
rules and requirements for obtaining credit from the Bank of Thailand 
rather strict and rigid. 

The Bank of Thailand’s transactions with other banks consist prin- 
cipally of rediscounting commercial paper (chiefly export bills) and 
Treasury bills, and of repurchases of government bonds. Most of the 
rediscounting business is highly seasonal in nature, reflecting the 
financing of rice, rubber, corn, and other exports. The Bank has also 
provided direct loans to banks on a restricted scale, mainly against the 
collateral of government bonds. In December 1960, the Bank author- 
ized the use of rice warrants issued by the Public Warehouse Organiza- 
tion as collateral for loans. Further, from May 8, 1961, the Bank 
started rediscounting promissory notes issued by exporters against 
sale contracts. 

For a few years after its establishment in December 1942, the 
Bank’s standard interest rate on direct loans to other banks was 41%4 
per cent per annum; but on February 23, 1945, the rate was raised to 
8 per cent and it has not been changed since that date. In February 
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1945, the Bank also established rediscount rates of 44 per cent for 
Treasury bills and 7 per cent for commercial bills. In October 1959, 
the rediscount rate for export bills was reduced to 5 per cent, with a 
view to promoting exports. On October 17, 1960, the rediscount rate 
for Treasury bills was increased from 4% per cent to 434 per cent; 
this new rate applies to Treasury bills issued on or after that date and 
maturing on or after February 17, 1961. In respect of government 
bonds, the Bank stands ready to repurchase on behalf of the Govern- 
ment the 8 per cent, tax-free, 15-year bonds at a schedule of prices 
which vary according to the length of time for which the bonds have 
been held. The net yields that this schedule provides range from none 
if the bond has been held for less than six months to 714 per cent if 
the holding period is from nine to ten years. 

In 1945, a Clearing House was established at the Bank of Thailand 
and all commercial banks are now members. The volume of trans- 
actions through this Clearing House has grown considerably; in 1960 
it averaged B 4.1 billion a month. 

As controller of bank credit, the Bank of Thailand played an active 
role during the war and through 1946; since then its role has lessened 
considerably. During the early years of the war, the credit control 
provisions of the Bank of Thailand Act and the Commercial Bank 
Law of 1937 proved inadequate in the context of the rapid rise in 
note circulation. Consequently, under an Emergency Credit Decree 
of June 1943, the Bank of Thailand was authorized to prescribe mini- 
mum reserve ratios for commercial banks against their deposit liabili- 
ties within a range of 9 per cent to 45 per cent. The Decree also 
required commercial banks that did not maintain at least a 40 per 
cent cover against their deposit liabilities in the form of government 
securities to obtain special permission from the Bank of Thailand 
before undertaking any lending or investment operations, and it em- 
powered the Bank to exercise strict control over the lending and 
investment operations of all other financial institutions. In September 
1943, this Decree was replaced by an Emergency Credit Control Act 
incorporating the provisions of the Decree in a modified form. For 
example, under the Credit Control Act, the upper limit of the legal 
reserve requirement was lowered from 45 per cent to 25 per cent. 

Following the abrogation, in November 1946, of the 1943 Credit 
Control Act, the credit control exercised by the Bank was greatly 
relaxed. However, invoking a provision of the Commercial Bank Act 
of 1945 which had not been used before, the Bank of Thailand set, on 
November 21, 1946, a 10 per cent minimum reserve requirement for 
all commercial banks, including foreign banks operating in Thailand. 
Half of these statutory reserves were required to be maintained in 
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the form of deposits with the Bank of Thailand and the other half in 
notes and coins. These reserve regulations have not since been 
changed. So far, cash reserves of all banks taken together have always 
averaged higher than the statutory reserves, but by a margin which 
has declined progressively; by the end of 1960, cash reserves were 
about 4 percentage points above the statutory minimum of 10 per cent. 

The Bank of Thailand Act and the Commercial Bank Act do not con- 
tain specific provisions regarding over-all credit ceilings or selective 
credit controls. However, an amendment to the Commercial Bank Act, 
approved by the Cabinet in November 1960 and submitted for final 
approval to the Constituent Assembly, empowers the Bank to in- 
troduce certain selective credit controls, such as regulating the com- 
position of commercial banks’ assets, imposing credit ceilings on vari- 
ous types of loan, fixing different interest rates charged to various 
categories of bank borrowers, and introducing margin deposit require- 
ments in respect of letters of credit. This amendment also requires the 
foreign banks in Thailand to set aside special reserve funds, in order 
to protect the interests of their depositors in Thailand. 


Commercial Banks 


Modern commercial banking in Thailand dates back to 1888, when 
the first branch of a foreign bank, the Hong Kong and Shanghai 
Bank, was established in Bangkok. In the next 50 years, banking 
development was limited; by 1938 there were only 11 banks, 4 branches 
of foreign banks and 7 locally incorporated national banks. At pres- 
ent, there are 27 banks—16 national and 11 foreign?—and these 
banks have 293 branches. The geographical distribution of bank 
branches is as follows: Central Provinces (including Bangkok), 122; 
Eastern Provinces, 18; Northeastern Provinces, 27; Northern Prov- 
inces (including Chiengmai), 57; and Southern Provinces, 69. The 


2 The Thai banks, all of which have head offices in Bangkok, are the following: 
the Agricultural Bank, the Military Bank, the Bank of Asia for Industry and 
Commerce, the Bank of Ayudya, the Bangkok Bank, the Bangkok Bank of Com- 
merce, the Bangkok Metropolitan Bank, the Laem Thong Bank, the Provincial 
Bank, the Siam City Bank, the Siam Commercial Bank, the Thai Danu Bank, 
the Thai Farmers’ Bank, the Thai Development Bank (formerly Tan Peng Chon 
Banking Co.), the Union Bank of Bangkok, and the Wang Lee Chan Bank. 
Banks incorporated abroad (head offices indicated in parentheses) are The Bank 
of America (San Francisco), the Bank of Canton (Hong Kong), the Bank of 
China (Taipei), Banque de l’Indochine (Paris), the Chartered Bank (London), 
the Hong Kong and Shanghai Banking Corporation (Hong Kong), the Indian 
Overseas Bank (Madras), the Mercantile Bank Ltd. (London), the Nationale 
Handelsbank N.V. (Amsterdam), the Sze Hai Tong Banking and Insurance Co. 
(Singapore), and the Mitsui Bank Ltd. (Tokyo). 
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present total of 320 bank offices, head offices and branches together, 
compares with only 52 in 1959; in the opinion of the Thai authorities, 
the number of branches opened in recent years has been excessive 
in some areas. The proposed amendment to the Commercial Bank 
Act, mentioned above, seeks to control the establishment of new 
branches in order to ensure a better geographical distribution. 


BANKING LEGISLATION AND CONTROL 


The Thai commercial banks, originally organized along the lines 
of British banks, are governed by the Commercial Bank Act of 1945, 
which replaced a 1937 Act for the Control of the Business of Banking. 
The 1945 Act requires all banks to be registered and to operate under 
licenses issued by the Minister of Finance. The Council of Ministers 
has stipulated a minimum capital of B10 million for locally incor- 
ported banks, but there is no corresponding stipulation for foreign 
banks. The national banks are also required to set aside 15 per cent 
of their net annual profits as reserve funds until such funds reach at 
least 60 per cent of their paid-up capital, and to restrict annual divi- 
dends declared by them to a ceiling of 15 per cent of the paid-up 
capital. In the absence of any specific provisions, foreign banks are 
not subject to minimum capital or special reserve fund requirements 
and dividend limitations. Such requirements would be introduced, 
however, by the pending amendment to the Commercial Bank Act. 

The Commercial Bank Act empowers the Bank of Thailand to 
prescribe to commercial banks cash reserve ratios varying between 
9 per cent and 20 per cent of their deposits. It also prohibits banks 
from making loans against the collateral of their own stock, and from 
investing in shares or debentures of another company amounts exceed- 
ing 20 per cent of the paid-up capital or 10 per cent of the paid-up 
capital plus total reserves of that company. Furthermore, all immov- 
able properties that may come into the possession of banks in connec- 
tion with the liquidation of any of the loans granted by them must be 
disposed of within a period of nine years; any extension of this period 
requires approval by the Minister of Finance. 


BANK OPERATIONS 


From December 1952 to December 1960, demand deposits of com- 
mercial banks tripled (Table 3), reflecting a rapid expansion of trade 
and credit and the growth of banking facilities as well as some mone- 
tary inflation. Time deposits rose from B117 million (less than 10 
per cent of demand and time deposits) in December 1952 to B 1,223 
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million (almost one fourth of demand and time deposits) in December 
1960. In that period, the cash/deposit ratio of commercial banks fell 
from 32 per cent to about 14 per cent. No analysis of the ownership 
of bank deposits is available. The law permits the banks to pay up to 
414 per cent per annum as interest on demand deposits; but in prac- 
tice, most banks do not pay any interest, and the few that do pay interest 
pay only about 1% per cent or 1 per cent. However, some banks pay 
interest up to 4 per cent on certain special demand deposit accounts 
which are subject to restrictions on the number of checks that may be 
drawn in a month. As for time deposits, the maximum permissible 
interest rates are 5 per cent per annum on deposits held for six months 
and 51% per cent on deposits held longer; in actuality, these deposits 
generally earn interest at about 2 per cent per annum. 

In addition to deposits, the significant source of loanable funds of 
the commercial banks has been foreign credits. The volume of such 
credits has increased appreciably since December 1952; by December 
1960, it amounted to B 0.9 billion, about 12 per cent of the banks’ total 
liabilities, A large part of the borrowings abroad comprises loans 
obtained from their head offices by branches of foreign banks operating 
in Thailand. 

At the end of 1960, total capital accounts of all commercial banks 
amounted to B06 billion, about 7 per cent of total liabilities—a 
decrease from the figure of about 12 per cent for December 1952. 

Loans, overdrafts, and discounts of commercial banks rose from 
B 1.1 billion in December 1952 to B 5.0 billion in December 1960, 
the increase being more rapid for national banks than for foreign 
banks. For the Thai banks, overdrafts and loans have been of far 
more importance than discounting. Prior to 1952, the banks did little 
or no discounting, but since then the volume of such operations has 
expanded considerably; by December 1960 the outstanding amount of 
bills discounted (B 1.2 billion) represented 24 per cent of the com- 
bined amount of loans, overdrafts, and discounts. 

Financing of foreign trade has always been an important outlet for 
the available funds of the commercial banks; at the end of June 1960, 
it accounted for B 1.4 billion, which was 40 per cent of total bank 
credit, to the private sector, compared with 37 per cent at the end of 
December 1952 (Table 4). Loans for domestic commerce represented 
15 per cent of the total (22 per cent in December 1952) ; loans to the 
construction industry, 8 per cent; and other domestic loans, 37 per 
cent. Loans to government enterprises, included among “other,” have 
been relatively small. Financing of foreign trade is especially impor- 
tant for the foreign banks, which provide only limited accommodation 
for other economic activities, including domestic commerce. There is a 
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legal ceiling of 15 per cent on the interest rates chargeable by the 
banks on their loans and overdrafts; actually, these rates normally 
range from 12 per cent to 15 per cent. In respect of some loans, how- 
ever, the prevailing interest rates are lower, but not below 8 per cent 
per annum, 

The bills discounted by the banks are largely foreign trade bills— 
in particular, rice export bills because of the predominant position of 
rice exports in the country’s total exports. No detailed classification 
of bills discounted is, however, available. The discount rates usually 
range from 7 per cent to 9 per cent, subject to the stipulated margins 
between the Bank of Thailand’s rediscount rates and the banks’ own 
discount rates; the maximum legal discount rate is 15 per cent. 

The banks’ investment portfolios are small and consist principally 
of government bonds. At the end of December 1960, government bond 
holdings amounted to B 395 million, an expansion of B 304 million in 
the eight years from December 1952 (Table 3). The banks’ Treasury 
bill holdings are also very small, amounting to only B 23 million in 
December 1960. 

During the postwar period, cash reserves of commercial banks 
increased relatively little, rising from B 471 million in December 1946 
to B 739 million in December 1960. During the same period, the rate 
of increase in deposits was more rapid; as a result, the ratio of cash 
to deposits declined progressively from a peak of 59 per cent in 
December 1946 ‘o 14 per cent at the end of 1960. These figures repre- 
sent the average of cash reserve ratios for all banks; for certain banks, 
reserves have at times been below the statutory minimum. For foreign 
banks, the decline in cash reserve ratios was more pronounced than 
for the national banks. 


Government Savings Bank 


The Government Savings Bank was established in 1946 under the 
Government Savings Bank Act of the same year; it took over the 
assets and functions of the Postal Savings Bank system, which had 
been in existence since 1913. In addition to performing the functions 
éf a regular savings institution, it accepts current deposits, floats its 
own bonds, rediscounts negotiable instruments, sells domestic travelers 
checks, and transacts a limited amount of insurance business (mainly 
incidental to certain of its own loan operations). The Bank has about 
300 branches distributed throughout the country, including some local 
post offices which still act as its agents. The branches can, however, 
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only collect savings; loans are made only by the Head Office in 
Bangkok. The Bank’s management rests with a Board of Directors, 
seven of whom are appointed by the Minister of Finance. All major 
transactions of the Bank need prior approval of the Ministry of 
Finance. 

Deposits and sales of its own bonds are the principal sources of the 
Bank’s loanable funds (Table 5). Other resources are small, com- 
prising an initial capital of only B 100,000, insurance premiums receiv 
able, and reinvested profits. The Bank’s deposits have expanded con- 
siderably, from B0.2 billion in December 1947 to B1.3 billion in 
December 1960, about a sixfold increase. The Bank accepts both cur- 
rent and fixed deposits from commercial banks, other financial insti- 
tutions, government and private organizations, business firms, and 
individuals. Current deposits from parties other than banks constitute 
the largest proportion of the Bank’s deposit business; in September 
1960, they amounted to B0.75 billion, about 62 per cent of total 
deposits (later data are not available). These deposits, known as 
“at-call deposits,” earn interest at 2 per cent per annum on individual 
accounts up to a maximum of B 50,000. Current deposits by banks, 
earning 14 per cent interest, amounted to B 0.19 billion, about 16 
per cent of total deposits, in September 1960. Total fixed deposits 
other than those of banks, bearing 3 per cent interest on amounts up 
to B 300,000 in each account, totaled B 0.25 billion in September 1960, 
about one fifth of total deposits. Fixed deposits of banks carrying 
interest rates of either 2, 3, or 5 per cent are negligible. All fixed 
deposits are withdrawable only on six months’ notice. All the deposits 
taken together represented about 75 per cent of the Bank’s total 
liabilities in December 1960 (about 93 per cent in December 1947). 
The Bank’s deposit liabilities are guaranteed by the Government. 

The Bank’s bonds are of two types: ordinary bonds bearing 4 per 
cent interest, and the “Special Savings Tickets” or “Premium Bonds” 
which earn only 1 per cent. Despite their much lower straight inter- 
est yield, the premium bonds have proved far more attractive than the 
higher interest bearing ordinary bonds. This is due to the fact that 
the premium bonds have special lottery features under which, in fre- 
quent periodic drawings, the holders of winning bond numbers receive 
attractive cash prizes. There is no restriction on the number of times 
that a premium bond holder may win a prize during the lifetime of the 
bond. In September 1960 (later data not available), the amount of 
premium bonds outstanding was B 153 million, compared with only 
B7 million of ordinary bonds. 

A substantial proportion of the Savings Bank’s assets has comprised 
loans to government enterprises and investments in government bonds; 
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loans made available to the private sector have been of limited 
amount. At the end of 1960, the Bank’s loans amounted to B 0.8 bil- 
lion, about 50 per cent of its total assets. According to the latest data 
on the classification of loans by principal categories of borrowers 
(Table 6), about 31 per cent of the total loans outstanding at the end 


TaBLE 6. THAILAND, GOVERNMENT Savines Bank: LOANS BY PRINCIPAL 
CaTEGORIES OF BoRROWERS, END or PERIopD, 1956-JuNE 1960 








(In millions of baht) 
1956 1957 1958 1959 June 1960 

Public utilities 184 224 248 251 251 
Housing 97 97 108 113 112 
Cooperatives 114 114 110 112 109 
Industries 61 61 90 100 100 
Transportation 67 69 71 71 72 
Education 6 6 5 5 4 
Fisheries 5 5 5 5 _ 
Other 52 57 60 163 165 

Total 586 633 698 820 813 





Source: Data provided by the Bank of Thailand. 


of June 1960 were for various public utilities, approximately 14 per 
cent for housing projects, about 13 per cent for the cooperatives, 
12 per cent for industries, and 9 per cent for public transportation 
services. There were also some loans to individuals and business firms. 
Loans to the cooperatives and to government enterprises are guar- 
anteed by the Government. Home construction loans are required to 
be secured by life insurance issued by the Savings Bank itself, and 
also by fire insurance sold by other insurers. Loans are available for 
periods up to 20 years, and usually carry interest rates of 4 or 5 per 
cent per annum. 

The Savings Bank’s investments in government bonds and Treasury 
bills amounted to B 0.4 billion, about 26 per cent of its total assets, in 
December 1960. Between December 1947 and December 1955, these 
holdings had declined progressively from B 0.15 billion to B 0.04 bil- 
lion, but subsequently they increased substantially. The increase after 
1956 apparently reflected a new line of policy involving greater use of 
the Bank’s funds by the Government. However, investment by the 
Bank in government bonds is not statutory. 

The Savings Bank also offers to commercial banks facilities for 
rediscounting commercial bills, but this operation has never been 
large. Beside obligatory life insurance required by the Bank with 
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respect to all its real estate loans, the Bank provides life, disability, 
and endowment insurance facilities to its depositors for amounts as 
low as only B 200 (about $10). 

The Savings Bank’s cash reserves are about 11 per cent of its total 
assets, and consist mainly of the balances with other banks; the re- 
mainder covers cash on hand and balances with Provincial Treasuries. 


Agricultural Credit Institutions 


Although Thailand is predominantly an agricultural country, finan- 
cial institutions specializing in agricultural credit are little developed. 
About 90 per cent of all credits used by farmers are obtained, gen- 
erally at usurious interest rates, from village shopkeepers, landlords, 
moneylenders, merchants, and relatives. In some cases, these lenders 
borrow money from commercial banks and in turn make loans to 
farmers. Other suppliers of agricultural credit include cooperative 
societies and government agencies. There is hardly anv direct financ- 
ing of the rural credit needs by commercial banks. 


COOPERATIVE SOCIETIES 


The cooperative movement in Thailand began in 1917, but, so far, 
has shown limited progress. The movement has developed with a pre- 
ponderant bias in favor of rural credit societies; but even so, because 
of their meager resources, the latter have to date played a minor role 
in financing rural credit needs, supplying only about 8 per cent of these 
requirements. The cooperative societies, organized under the Coop- 
erative Societies Act of 1928, have a simple pyramidal structure. At 
the base of the pyramid are the primary cooperatives; at a higher 
layer are the two provincial cooperative banks; and at the apex is the 
Bank for Cooperatives. 


Primary cooperative societies 


At the end of 1958, there were 9,932 operating credit societies, with 
a total membership of about 195,000, and 710 mainly or entirely non- 
credit societies. The share capital of the credit societies has been 
negligible, and their resources have consisted mainly of loans from the 
Bank for Cooperatives and the provincial cooperative banks; these 
amounted to 76 per cent of their total liabilities at the end of 1958 
(Table 7). These borrowings bear an interest rate of 7 per cent per 
annum. Deposits from members have been small. At the end of 1958 
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TaBLE 7, THAILAND, AGRICULTURAL COOPERATIVE CREDIT SocrETIES: NUMBER OF 
SoclETIEs AND CONSOLIDATED BALANCE SHEETS, END or YEAR, 1955-58 














1955 1956 1957 1958 
Number of operating societies 9,832 9,835 9,858 9,932 
(In-millions of baht) 
LIABILITIES 
Share capital 0.3 0.3 0.3 0.3 
Loans from financing agencies! 239.1 239.2 249.7 268.8 
Deposits from members 8.8 13.1 17.3 20.8 
Deposits from nonmembers 0.2 0.2 : j 
Reserve funds? 33.3 42.0 48.7 55.7 
Other liabilities 0.1 0.1 0.1 0.2 
Undistributed profits 9.2 7.0 7.5 8.0 
Total (= Assets) 291.0 302.0 323 .6 353 
ASSETS 
Loans to members 254.1 259.5 274.4 295.9 
Accrued interest on loans 25.7 30.7 38.1 46.1 
—— ‘ . “ i 7.8 7.9 
eposits in other societies : : 
Cash on hand 2.1 2.7 \3.0 \3.2 
Other 0.4 0.3 0.3 0.7 





Sources: A Report on Agricultural Credit; Cooperative Organization, Management, 
and Administration; and Agricultural M arketing in Thailand (prepared for the Gov- 
ernment of Thailand and the U. S. Operations Mission to Thailand, November 1959) ; 
some unpublished material. 

1 Loans from the provincial cooperative banks and the Bank for Cooperatives. 

2 Includes the so-called “Common Good Fund.” 


they were less than 6 per cent of total liabilities, and reserve funds 
were about 16 per cent of the total. The greater part of the societies’ 
assets at that date consisted of loans to members, which amounted to 
B 296 million, about 84 per cent of total assets, 

The credit societies make loans only to their members. These loans 
have maximum maturities of 10 years, carry interest rates of 8 to 10 
per cent per annum, and are usually extended for capital or semi- 
capital purposes relating to the purchase and improvement of land, 
purchase of draft cattle and agricultural implements, building con- 
struction, and improvements; only to a limited extent are they fur- 
nished for current production or for personal needs. Refinancing loans 
are common. In 1958, the latest year for which data are available, 
new loans by the societies totaled B43 million, averaging B 239 
(US$11) per member. The percentage distribution of these loans by 
principal purposes was as follows: 
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Per Cent of 
Total Loans 


Long-term loans 
Refinancing loans 


Land purchase 18 


15 
3 
Short-term and medium-term loans 
Purchase of draft cattle 29 
Land improvement 20 
Other agricultural needs 13 
Purchase of foodgrains 
15 


Other 82 


100 
Despite the principle of unlimited liability of the members, gen- 
erally cautious loan policies of the societies, and legal provisions for 
foreclosing mortgages, there is a considerable incidence of arrears in 


loan repayments. It is understood that supervision over the use of 
loans by the members is not adequate. 


Provincial cooperative banks 


The two provincial cooperative banks, Uttaradit and Chiengmai, 
are government-sponsored institutions, but the Government has no 
ownership interests in them. Both were set up in 1951. The Uttaradit 
Bank began to operate in 1952 with an authorized capital of 
B 400,000. At the end of 1958, however, only B 188,000 of the 
Bank’s capital was subscribed—B 180,000 by the cooperative soci- 
eties and the rest by individual members. The Bank constitutes 
an important source of credit to the primary cooperatives in Uttaradit 
Province. The principal sources of its loanable funds are loans from 
the Bank for Cooperatives and counterpart funds; to a smaller extent, 
it is also financed from its own capital and reserves and the demand 
and fixed deposits of its members. The Bank has declared a 6 per 
cent dividend on its stock every year since 1953. The Chiengmai 
Bank, organized along the same lines as the Uttaradit Bank, has an 
authorized capital of B 600,000, most of which has been subscribed. 
It has also declared a 6 per cent dividend from year to year. 


Bank for Cooperatives 


This Bank was set up in 1947 under the provisions of the Bank for 
Cooperatives Act of 1943. Its authorized capital of B 10 million has 
been fully subscribed. At the end of 1959, B 4.5 million of the capital 
stock was owned by the Ministry of Cooperatives and B 5.5 million 
by other cooperative societies. In earlier years, the Government’s par- 
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ticipation in the Bank’s capital stock was much larger, being as high 
as B 9.2 million in December 1947. Since then, a considerable part of 
the stock held by the Government has been gradually retired as the 
cooperative societies themselves have become increasingly able to 
enlarge their own participation in the Bank’s stock. The Bank is the 
central financing institution for all the cooperative societies, including 
the two provincial cooperative banks. 

At the end of 1959, about 70 per cent of the loanable funds of the 
Bank for Cooperatives was obtained from borrowings from the Gov- 
ernment Savings Bank (36 per cent) and the Ministry of Finance 
(34 per cent). As shown in Table 8, the remainder was derived as 


TABLE 8. THAILAND, BANK FoR COOPERATIVES: BALANCE SHEET, 
Enp oF YEAR, 1947 anpD 1956-59 


(In millions of baht) 





1947 1956 1957 1958 1959 





LIABILITIES \e . 
Capital 10 10 10 10 10 
Reserve funds — 13 16 15 19 
Loans 28 240 244 236 236 

Ministry of Finance _ 107 111 109 107 
Counterpart fund —_ 4 6 4 4 


Cooperative bonds, 1940 and 1942 
(both at 41% per cent) 3 
Savings Bank 5 
Deposit accounts 1 

Other 1 4 5 11 15 
40 


Total (= Assets) 


ASSETS 
Cash 1 44 46 27 38 
Loans and advances to cooperative 
societies 39 239 250 268 270 
Other (including investments) — _ — 2 3 





Sources: A Report on Agricultural Credit; Cooperative Organization, Management, 
and Administration; and Agricultural Marketing of Thailand (prepared for the Gov- 
ernment of Thailand and the U. S. Operations Mission to Thailand, November 1959) ; 
some unpublished material. 


follows: from government loans in the form of government-subscribed 
cooperative bonds (4 per cent), deposit accounts (10 per cent), loans 
from counterpart funds (1 per cent), and various capital accounts, 
including mainly the paid-up capital and reserve funds. The cost 
of borrowing by the Bank has averaged about 4.3 per cent per annum. 
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The Bank makes loans only to cooperative societies for periods up 
to 10 years, at interest rates between 6 and 7 per cent per annum; the 
latter in turn lend the money to their own members at 10 per cent per 
annum. These loans account for most of the Bank’s assets (87 per 
cent in December 1959). Between its establishment in 1947 and the 
end of 1959, the Bank’s new loans (exclusive of renewals) amounted 
to B 527 million (B 28 million in 1959), At the end of this period, the 
amount of loans outstanding was B 270 million, of which B 260 mil- 
lion was for primary cooperative credit societies, B 8 million for the 
provincial cooperative banks, and B 2 million for other cooperatives. 
Cash reserves accounted for about 12 per cent of total assets. The 
Bank has always earned net profits, and it has declared dividends 
ranging from 1 per cent in 1947 to 8 per cent from 1956 to 1959. 


OTHER INSTITUTIONAL SOURCES OF AGRICULTURAL FINANCE 


Other institutional suppliers of rural credit are the Tobacco 
Monopoly, the Government Sugar Factory, and the Ministries of Agri- 
culture and Interior. In addition, several agencies of the Ministries of 
Agriculture and Interior have administered various programs involv- 
ing extension of limited credit to farmers. As mentioned above, there 
is hardly any direct financing of rural credit needs by commercial 
banks, but occasionally credits are given by them to large landowners 
against exceptionally good collateral. The commercial banks, how- 
ever, give considerable loans to processors and traders of agricultural 


commodities, a part of which, of course, finds its way to the agricul- 
turists. 


Industrial Finance Corporation 


The Industrial Finance Corporation (IFC), set up in November 
1959, has replaced and taken over the business of the former Indus- 
trial Bank. That bank, established in 1952 with a capital of B 20 mil- 
lion subscribed entirely by the Government, had by mid-1953 so over- 
extended its available funds and incurred such heavy losses that it 
ceased to function as an industrial bank. It continued to operate as a 
commercial bank until October. 1959, when it was wound up. 

Like its predecessor, the IFC aims at assisting privately owned 
small or medium-sized new or existing industries which are engaged 
in manufacturing consumer goods with local raw materials, and at 
promoting industrialization in general through the encouragement of 
greater participation of domestic and foreign private capital. It may 
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give technical advice, grant medium-term and long-term loans, par- 
ticipate in the share capital of other companies, underwrite new issues 
of shares, guarantee loans extended by third parties, and provide 
reinvestment facilities to others by selling all or portions of its own 
industrial investments. Its authorized capital is B20 million, of 
which B 6.1 million has been subscribed in the following proportions: 
60 per cent by Thai commercial banks, 33 per cent by foreign banks 
and business firms, and 7 per cent by Thai companies and individuals. 
The IFC has also received a 20-year interest-free loan of B 15 million 
from the U.S. International Cooperation Administration and a long- 
term interest-free loan of B 12 million-from the Thai Government. 
Since its establishment, the Corporation has made four loans of about 
B 4 million for the purpose of expansion and modernization of plant 
facilities. 

A four-man Board of Directors, appointed by the Minister of 
Finance, is now entrusted with the Corporation’s management. How- 
ever, the Board membership is to be increased by the addition of 
two directors to be elected by the shareholders. Each of the two 
elected directors must either hold at least B 10,000 of the Corpora- 
tion’s stock or be a representative of companies or partnerships hold- 
ing an equivalent amount of stock. 


Insurance Companies 


There has been only limited development of insurance business in 
Thailand, and very little information is available about the nature 
and extent of this business. All the insurance companies currently 
operating are private companies, governmen, participation in insur- 
ance activity being indirect and confined to the limited insurance 
business transacted by the Government Savings Bank. 

Prior to World War II, the little insurance business that existed 
in the country was almost entirely in the hands of branches of foreign 
insurance companies. During the war, these foreign companies lost 
their business in Thailand, thus paving the way for the mushrooming 
of several domestic companies. Foreign companies resumed operations 
after the war, but the expansion of their business has been outstripped 
by the increase in the volume of business of the locally incorporated 
companies. In 1957, the latest year for which information is avail- 
able, there were 117 insurance companies operating in Thailand, 64 
incorporated locally and 53 abroad. No other data are available con- 
cerning these companies. It is, however, known that a greater part of 
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the insurance business in Thailand is life insurance, although fire in- 
surance is also significant. While it is known that the insurance 
companies finance housing and other real estate development, specific 
information about these activities is not available. 

Under the existing law, the only regulations on insurance companies 
in Thailand stipulate a minimum for the paid-up capital and impose 
compulsory security deposit requirements; these are applicable equally 
to both the local and foreign companies. The minimum paid-up capi- 
tal requirements for various companies are as follows: life insurance 
only—B 1.5 million; life insurance plus other insurance—B 3 million; 
only one kind of nonlife insurance business—B 1 million; and more 
than one kind of nonlife insurance—B2 million. The minimum 
amounts which must be deposited with the Government as security 
deposits are B1 million for life insurance companies, B 500,000 for 
fire insurance companies, or marine and freight insurance companies, 
B 800,000 for fire and marine and freight insurance companies, and 
B 250,000 for accident insurance companies. These deposits may be 
in the form of cash, Thai Government bonds, or bonds of the Inter- 
national Bank for Reconstruction and Development, as specified by 
the Government. 

All insurance companies are licensed. There are no restrictions on 
their premium or dividend rates, or on their loans or investment poli- 
cies. They are subject to a stamp duty on new policies, a tax on 
premiums received, and a tax on dividends distributed. For tax as 


well as all other purposes, the local and the foreign companies are 
treated alike, 





Other Publications 


Balance of Payments Yearbook 


Volume 13 of the Balance of Payments Yearbook series is being published 
monthly in loose-leaf form. It will contain basic statistics, with explanatory 
notes, for the years 1956-60 and will provide a comprehensive record of the in- 
ternational transactions of some 75 countries. For the majority of countries, 
regional details of the basic data for 1960 will be shown; figures for the first 
halves of 1960 and 1961 will be given for the countries that report such data. 
In addition, Volume 13 will contain summary statements for the individual 
countries, expressed in U.S. dollars and covering several years. The analytic 
material in Volume 12 and earlier volumes will be brought to dgte, and new 
analytic statements will be added. The first loose-leaf sections were issued in 
June 1961, and the last will probably be issued in May 1962. 


Volume 13 introduces a new form of basic presentation designed to make the 
statistics more readily usable for balance of payments analysis and to increase 
their comparability with national account and sector finance statistics. Since 
Volume 12 also covers data for 1956-59, a comparison of the figures for these 
four years in the new and old forms of presentation may easily be made. The 
provisional statements providing the latest data available are being continued 
as a feature of the Yearbook. 

For Volumes 12 and 13, the subscription price is US$7.50 a volume; a binder 
for filing the loose-leaf sections may be purchased for US$3.50. 


International Financial Statistics 


This monthly publication of the International Monetary Fund is a standard 
source of statistics on all aspects of domestic and international finance. Issues 
are about 300 pages each. They present for most countries of the world cur- 
rent data useful for analyzing international payments and problems of inflation 
and deflation. Among the data included are exchange rates, gold and foreign 
exchange holdings, and the monetary system’s assets and liabilities including 
the money supply; also international trade, prices, production, government 
finance, and interest rates. In addition, data are presented in international 
tables, giving area and world aggregates. 

Charts for the various countries show recent changes in important series; 
the scales for the charts are selected in order to’ facilitate comparison between 
all the charts for one country and between similar data for the various coun- 
tries. Many issues also carry feature charts and articles. 

The subscription rate for one year (12 issues and an annual supplement) 
postpaid is US$10.00; schedules of the equivalent in other currencies will be 
furnished on request. The price quoted covers regular mail; the publication 
will be sent by airmail if desired, at the expense of the subscriber. Single 
copies may be purchased for US$1.50. 


Address orders to 


THE SECRETARY 
INTERNATIONAL’ MONETARY FuND 
19TH AND H Streets, N.W., WasHincton 25, D.C. 


7589 











